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September 7, 1999

Tennessee Regulatory Authority qq ’O O(Og ?

460 James Robertson Parkway
Nashville, Tennessee 37243-0505

RE: Application of NEXTLINK Long Distance Services, Inc. for a Certificate to
Provide Competing Interexchange and Resold Telecommunications Services

Dear Sir or Madam:

NEXTLINK Long Distance Services, Inc., by its attorneys, presents an original and
thirteen (13) copies of the enclosed Application for a Certificate to Provide Competing
Interexchange and Resold Telecommunications Services in Tennessee, including a Small and
Minority Owned Business Plan. A check for the $150 filing fee also is included with this
application.

An extra copy of this filing is enclosed to be date-stamped and returned to us in the self-
addressed, postage paid envelope enclosed. If you have any questions regarding this filing,
please contact the undersigned.

Respectfully submitted,

DAVIS WRIGHT TREMAINE LLP
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APPLICATION OF NEXTLINK LONG DISTANCE SERVICES, INC.
FOR A CERTIFICATE TO PROVIDE COMPETING INTEREXCHANGE SERVICES

NEXTLINK Long Distance Services, Inc. (“Applicant”), a Washington corporation
wholly owned by NEXTLINK Communications, Inc. (“NEXTLINK Communications”) hereby
submits this Application to the Tennessee Regulatory Authority pursuant to Tenn. Code Ann. §§
65-4-201 and 65-5-212 and Tenn. Comp. R. & Regs. §§ 1220-4-2-.55 and 1220-4-2-.57 for a
Certificate of Public Convenience and Necessity to operate as a Telecommunications Services
Provider offering both facilities-based and resold interexchange service throughout Tennessee.

In support of this Application, the following information is provided:

1. CONTACTS

Questions or inquiries regarding this Application should be directed to Applicant’s
Counsel:

Shelley Hall

DAVIS WRIGHT TREMAINE LLP
2600 Century Square

1501 4™ Avenue

Seattle, Washington 98101-1688

T: (206) 622-3150

F: (206) 628-7699
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Copies of any correspondence should also be sent to the following designated
representative of the Applicant:
Mr. Doug Kinkoph
NEXTLINK Long Distance Services, Inc.
Two Easton Oval, Suite 300
Columbus, Ohio 43219
T: (614) 629-3200
F: (614) 629-3201
Mr. Kinkoph will also serve as the Tennessee contact person responsible for and
knowledgeable about the Applicant’s operations.
The toll free number to call for customer care nationwide is 1-800-900-6398. Complaints
will be processed through this toll free line.
Applicant’s full name and address is:
NEXTLINK Long Distance Services, Inc.
500 108" Ave. N.E.
Suite 2200
Bellevue, Washington 98004
2. ORGANIZATION AND OWNERSHIP OF APPLICANT
NEXTLINK Communications is a telecommunications company founded in 1994 to
provide local, long distance and enhanced communications services." NEXTLINK
Communications maintains its principal place of business at 500 108™ Ave. N.E., Suite 2200,
Bellevue, Washington 98004. NEXTLINK Communications is controlled by Eagle River

Investments, L.L.C., which in turn is majority owned and controlled by Craig O. McCaw, a

leader and pioneer in the telecommunications industry.

' A copy of NEXTLINK Communication’s Articles of Incorporation is attached as Exhibit A.
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Applicant is a corporation organized under the laws of the State of Washington,” and is
also headquartered at 500 108™ Ave. N.E., Suite 2200, Bellevue, Washington 98004. Applicant

1s a wholly owned subsidiary of NEXTLINK Communications.

The Applicant’s registered agent in Tennessee is Corporation Service Company, 500

Tallen Building, Two Union Square, Chattanooga, Tennessee 37402-2571.

3. DESCRIPTION OF SERVICES

Applicant intends to operate as a provider of facilities-based and resold long distance
services throughout the state of Tennessee. Applicant also intends to provide optional pre-paid
calling cards in addition to its regular service. Initially, all operator assisted calls will be
contracted to third parties. Applicant has no current plans to build facilities in Tennessee.
Applicant will meet all service requirements of the Authority and will file an initial tariff

subsequent to approval.

A grant of a Certificate of Public Convenience and Necessity to the Applicant will benefit
the citizens of Tennessee and the public interest generally by giving customers a source from

which to obtain competitive, reliable, and efficient telecommunications services.

4. MANAGERIAL AND TECHNICAL QUALIFICATIONS
The NEXTLINK Communications companies possess the technical and managerial
qualifications required to provide telecommunications services throughout the State of

Tennessee. NEXTLINK Communications, through its operating subsidiaries, is certified to

ZA copy of NEXTLINK Long Distance’s Articles of Incorporation and its Certificate of
Authority to transact business in Tennessee are attached as Exhibit B.
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provide local and long distance telecommunications services in numerous states.” NEXTLINK
Communications already operates 26 facilities-based SONET-based fiber optic networks
providing local dialtone and long distance services in 41 markets in 14 states. The NEXTLINK
Communications companies are managed by an able team of officers who have many years of
combined experience in the telephony field.* This successful operational experience is evidence
of NEXTLINK’s technical and managerial capability to deliver the services discussed above in a

fashion that is satisfactory to consumers.

5. FINANCIAL QUALIFICATIONS

The NEXTLINK Communications companies also possess adequate financial resources
to provide the proposed services. The company is well financed and has sufficient assets.” Asa
wholly owned subsidiary of NEXTLINK Communications, the Applicant will have the financial

resources of its parent company available to it.

6. STATES WHERE CERTIFIED/REGULATORY COMPLAINTS

The Applicant is certified to provide telecommunications services in Arkansas, Montana
North Dakota, and Rhode Island, and has applications pending in several other states. Applicant

has not been denied registration or certification in any state. As described above, NEXTLINK

3 These states are Arizona, California, Colorado, Delaware, Florida, Georgia, Illinois, Indiana,
Maryland, Michigan, Missouri, Nevada, New Jersey, New York, North Carolina, Ohio,
Pennsylvania, Tennessee, Texas, Utah, Virginia, Washington, Washington D.C. and Wisconsin.
Local certification has been obtained in Indiana. Long distance certification has been obtained in
Alabama, New Hampshire, New Mexico, Oregon and West Virginia. Local and long distance
certification is pending in Mississippi. NEXTLINK Communications has never been denied
authority to offer service in any state.

* Brief Biographies of the officers of NEXTLINK Communications are attached as Exhibit C.
These officers will ultimately be responsible for all Tennessee operations. Officers may be
reached through Applicant’s headquarters.

*NEXTLINK Communication’s Form 10Q for the quarterly period ending September 30, 1998
and its 10KSB for the fiscal year ended December 31, 1997 are attached as Exhibit D.
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Communications, through its other operating subsidiaries, is registered or certified in several

states and has not been denied registration or certification in any state.

7. SMALL AND MINORITY-OWNED BUSINESS PLAN

Applicant’s initial small and minority-owned business plan is attached as Exhibit E in

accordance with Tenn. Code Ann. § 65-5-212.

8. STATEMENT OF COMPLIANCE

Applicant agrees to abide by all applicable statutes and all applicable Orders, rules and
regulations entered and adopted by the Tennessee Regulatory Authority or the Federal

Communications Commission.

9. CONCLUSION

In light of the foregoing, Applicant respectfully submits that the public interest,
convenience and necessity would be served by a grant of this Application for a Certificate of
Public Convenience and Necessity to operate as a Telecommunications Service Provider offering

resold and facilities-based interexchange service throughout the State of Tennessee.
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DATED this_% _day of $/ onlyr 1999,

Respectfully submitted,

NEXTLINK COMMUNICATIONS, INC.
NEXTLINK LONG DISTANCE SERVICES, INC.

> %/%/4 | ?W/.//

Shelley Hall

DAVIS WRIGHT TREMAINE LLP
2600 Century Square

1501 4™ Avenue

Seattle, Washington 98101-1688

Counsel for NEXTLINK Communications Companies
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DISTRICT OF COLUMBIA )

VERIFICATION

R. Gerard Salemme, being first duly sworn under oath, states that he is Senior Vice
President, External Affairs and Industry Relations of NEXTLINK Long Distance Services, Inc.,

that he has read the foregoing Application and that the matters stated therein are true to the best
of his knowledge and belief.

. Gérard Salemme

SUBSCRIBED and SEVORN
to before me this & * day
of Seplember , 199.

MMy

Notary Public) ~worian 3. Davis
WO as R 7\5“\6!\ , DC,

My Commission Expires Octuber 31, 2008

= sl
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CERTIFICATE OF INCORPORATION
OF

NEW NEXTLINK COMMUNICATIONS, INC.

Pursuant to § 102 of the General Corporation Law of Dclaware, the undersigned docs
hereby submit this Certificate of Incorparation for the purpose of forming a business corporation.

i. Name. ‘The name of the corporation is:
NEW NEXTLINK COMMUNICATIONS, INC.

New NEXTLINK Communications, Inc., is referred to as the "Corporation” hereafier in
this Certificale of Tncorporation.

2. Purposc. The nature of the business or purpose to be conducted or
promoted by the Corporation is to cagage i any lawful act or activity for which corporations may
be arganized under the General Corporation Law of Delaware.

3. Sharces. The Corporation shall have authority to issuc One Rundred Fifty-
Four Million Four [Tundred Sixty-Seven Thousand Six Hundred (1 54,467,600) shares of
common stock (the "Common Stock"), which shall be divided into two classes, One Hundred
Tea Million Three Ilundred Thirty-Four Thousand (110,3 34,000) shares of Class A Common
Stock, par value $0.02 per share (the "Class A Common Stock”), and Forty-Four Million One
Hundred Thirty-Three T housand Six Hundred (44,133,600} shares of Class B Common Stock,
par valuc $0.02 per share (the “Class B Common Stock"). The Corporation shall have authority
W issue Twenty-Five Million (25,000,000) shures of preferred stock, par value $.01 per share
(the "Preferred Stock™). . '

The Class A and Class B Common Stock are entitled to votc on all matters which come
before the stockholders. Subject to the diffcrential voting power hercafier described in this
paragraph 3, all Common Stock shall vote together as a single elass. Fach share of Class A
Common Stock shall have onc (1) vote and each share of Class B Common Stock shall have tea
(10) votes on all matters on which holders of Common Stock are eatiticd to vote. Fach share of
Class B Common Stock may be converted, u any time and at the option of the holder, into one
share of Class A Common Stock. Each share of Class B Common Stock may also be canveried,
at the option of the Corporation as determined in the sole discretion of its Board of Directors,
into onc share of Class A Common Stock at any time such Class B Common Stock is

Page 1 - CERTIFICATE OF INCORPORATION
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wansferred, or is prosented to the Company for trunsfer on the Company's records by the holder
ol such Class B Comman Stack, whether such transfer results from a contraclual obligation af
the holder, by operation of law, by a change in control ol the holder, by testamentary disposition
or gifl, or for uny other reason.

Except with regard to the differential vating power hereinhefore described in this
parugraph 3, the Class A Common Stock and the Class B Common Stock shall carry identical
charucteristics, rights, preferences, and limitations, including but not linited to participuting equally
in any dividends when and s declared by the Directars aut of funds lawtully available therefor and
in any distribution resulting from a liquidation or distibution of assets, whether voluntary ot
involuutary, in each case subject w0 any preferentiai nights jranted to any series of Preferred Stock
that may be then outstanding.

Shares of Preferred Stock of the Corporation may be issued from time to time in one
or more classes or scries, each of which class or serics shall have such distinetive desigmation or
itle as shall be fixed by the Board of Directors of the Corporation (the "Board of Dircetors™) and
recorded in a Certificate of Designations adopted and Gled as required by § 151 of the General
Curporation Law of Delaware prior to the issuance of any sharas thereof  Each such cluss or series
of Preferred Stock shall have such voting powers, full or limited, or no voting powers, and such
prefercoces and relative participating, option or other special rights and such qualifications,
limitations or restrictions thereof, as shall be stnted in such resolution or resolutions providing tor
the issuc of such elass or series of Preferred Stock as may be adopted from time to time by the
Board of Directors prior 1o the issuance of uny shares thereof puryuunt to the authority hereby
expressly vested in i, ull in accordance with the laws of the State of Delaware.

4. Byluws. In furtherance and not in limitation of the powers conferred by
statute, the bylaws of the Corporation may be mndc, altered, amended or repealed by the
stockhelders or by a mujority of the entire Hoard of Directors. '

5. Registered Agent and Office. The name of the initial registercd agent of
this corparation ard (he uddress of its initial repistered office are as follows:

Jame Address
The Corporation Trust Company 1209 Orunge Steet
Wilmington, DE 19801 . )
e Caatle Conatsy
8. Dirccturs, The number of directors of this corporation shall be determined
in the manner specified by the Bylaws and may be Inercased or decreused from time to time in the
manner provided therein. be initial Board of Directors shall consist of onc director and his name
and address are as follows:

Page 2 - CERTIFICATE OF INCORPORATION
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State of Delaware
Oﬁ’zce of the Secretary of State **°E !

I, EDWARD J. FREEL, SECRETARY OF STATE OF THE STATE OF
DELAWARE, DO HEREBY CERTIFY THE ATTACHED IS A TRUE AND CORRECT
COPY OF THE CERTIFICATE OF .INC(SRPORATION OF “NEW NEXTLINK
COMMUNICATIONS, INC “, FILEi) IN THIS OFFICE ON THE EIGHTEENTH

DAY UF MAY, A".D 1998 AT S O'CLOCK A.M.
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Name Address

R. Bruce Easter, .Ir. NEXTLINK Communications, Ine.
155 108th Avenne NE
Ste. 810
Bellevue, WA 95004

The term of the initial directors shall be until the frst unnual mecting of the stockholdcrs ar
unti! their successors arc clected and qualified, unless removed in accordance with the provisions of
the Bylaws. Elections of directors need not be by writtzn hallat

9. Incorporator. The nume and mailing address of the incarporator are as
follows: :

-Greg F. Adams

-Davis Wright I'remaine
2600 Ceutury Squarce
1501 Fourth Avenue
Seuttle, WA 98101-168%

10. Indemnification.

(@)  The Corporation shall indemnify to the fullest extent permitted under and in
accordance with the laws of the State of Delaware any person who was or is a party or is threatened
to be made e party to any treatened, pending or completed uction, suit or proceeding, whether
civil, criminal, administrative or investigative by reason of the fact that he orsheisorwasa
director, officer, employee or apent of the Corporation, or is or was servi ng at the request of the
Corporation as a director, officer, trustee, employec or agent of or in any other capacity with
another curporution, partnership, joint venture, trust or other eaterprise, against expenses (including
attorneys' fees and costs), judgments, fines and amounty paid in seutlement actually and reasonably
incurred by him or her in connection with such action, suit or proceeding ifhe or she acted in good
faith and in & manner he or she reasonably believed 1o be in or not opposcd to the best interests of

the Corporeation, and, with respect o any criminal action or proceeding, had no reasonable cause to
believe his conduct was unlawful. '

®) Lixpenses incurred in defending a civil or «riminal action, suit or proceeding
shall (in the casc of any action, suft or proceeding against a director of the Caorporation) or may (in
the case of any action, suit or proceeding against an officer, trustee, employee or agent) be paid by
the Corporation in advance of the final disposition of such uction, suit or proceeding as authorized
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[\docs\38936\94\DE Cert Incorpl.doc




by the Board of Dircetors upon receipt of an undertaking by or on behalf of the indemnilied person
lo repay such amount if it shall ultimately be detennined that he or she is not eatitled to he
indemni(ied by the Corporation as authorized in this paragraph 10.

(©) The indemnification and other rights sct forth in this paragraph 10 shall not
be exclusive of any provisions with respect thercto in the byluws or any other contract or agreemcent
between the Corporation and any o[licer, director, employee or agent of the Corporatian.

(d)  Neither thc amendment nor repeal of this paragraph 10, subparagraph (a),
(b) or (c), nor the adoption of any provision of this Certificate of Incorporation inconsistent with
this paragraph 10, subparagraph (1), (b) or (c), shall climinate or reduce the cffect of this paragraph
1€, subpuragraphs (), (b) and (€), in respect of any matter occurring before such amendment,
repeal or adoplion of an inconsistent provision or in respect of any cause of action, suit or claim
relating to anry such matter which would have given rise to a right of indemnification or right to
receive expenses pursuant to this paragraph 10, subparagraph (a), (b) or (c), if such provision had
not been so amended or repedled or if g provision inconsistent therewith had not been so adopted.

11.  Limitation of Director Liability. A director shall have no liability w the
corporation or its stockholders for monetary damages for breach of fiduciary duty as a dircetor,
except for any breach of the director's duty of loyalty to the corporation or its stockholders, acts or
omissions not in goad faith or which involve intentional misconduct or 2 knowing violation of law
by the director, conduct violating § 174 of the General Corporation |.aw of Delavare, or for any
transaction from which the director will personally receive a benehit in moncy, property or services
to which the directar is not lcgally entitled. If the General Corporation Law of Delaware is
hercafter amended to authorize corporate action further eliminating or limiting the personal liahility
of directors, then the liability of a director shall be eliminated or limited to the full extent permitted
by the General Corporation Law of Delaware, as so amended. Any repeal or modification of this
Article shall not adverscly affcct any right or protection of a dircctor of the corporation cxisting at
the time of such repeal or modification for or with respect 10 «n act or omission of such director
oceuring prior to such repeal or modification.

THE UNDERSIGNED, being the incorporator hercinbefore named, for the purposc
of forming 2 Corpcration pursuant to the General Corporation Law of Dclavvare, executes this
Certificate, hereby declaring and certifying that this is his act and deed and the facts herein stated
are true and, accordingly, has hereunto set his h &y, 2y, 1998,

Page 4 - CERTIFICATE OF INCORPORATION
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ARTICLES OF INCORPORATION
OF
NEXTLINK LONG DISTANCE SERVICES, INC.

Pursuant to RCW 23B.02.020 of the Washington Business Corporation Act, the
undersigned does hereby submit these Articles of Incorporation for the purpose of forming a
business corporation.

ARTICLE1
NAME
The name of this corporation is NEXTLINK LONG DISTANCE SERVICES, INC.
ARTICLEII |
PURPOSES
This corporation is organized for the following purposes:

To engage in any business, trade or activity that may be conducted lawfully by a
corporation organized under the Washington Business Corporation Act.

ARTICLE 111
SHARES

This corporation is authorized to issue one thousand (1,000) shares of common stock with
no par value.

ARTICLEIV

PREEMPTIVE RIGHTS

Each Shareholder shall have preemptive rights to acquire additional shares which may be
issued by this corporation to the extent preemptive rights apply to such shares under the
Washington Business Corporation Act.

ARTICLES OF INCORPORATION - Page 1
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ARTICLEV

NO CUMULATIVE VOTING

At each election for directors, every shareholder entitled to vote at such election has the
right to vote in person or by proxy the number of shares held by such shareholder for as many
persons as there are directors to be elected. No cumulative voting for directors shall be permitted.

ARTICLE VI
BYLAWS ~
The Board of Directors shall have the power to adopt, amend or repeal the Bylaws or adopt
new Bylaws. Nothing herein shall deny the concurrent power of the shareholders to adopt, alter,
amend or repeal the Bylaws.

ARTICLE VII

REGISTERED AGENT AND OFFICE

The name of the initial registered agent of this corporation and the address of its initial
registered office are as follows:

Registered Agent Office

DWTR&J Corp. 2600 Century Square
1501 Fourth Avenue
Seattle, WA 98101-1688

ARTICLE VIII
DIRECTORS
A The number of directors of this corporation shall be determined in the manner

specified by the Bylaws and may be increased or decreased from time to time in the manner
provided therein.

B. The term of the initial directors shall be until the first annual meeting of the
shareholders or until their successors are elected and qualified, unless removed in accordance with
the provisions of the Bylaws.

ARTICLES OF INCORPORATION - Page 2
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ARTICLE IX

SHAREHOLDER VOTING REQUIREMENTS FOR CERTAIN TRANSACTIONS

In order to obtain shareholder approval in connection with the following corporate actions,
such actions must be approved by each voting group of shareholders entitled to vote thereon by a
majority of all the votes entitled to be cast by that voting group: amendment of the Articles of
Incorporation; a plan of merger or share exchange; the sale, lease, exchange, or other disposition of
all, or substantially all, of the corporation's assets other than in the usual and regular course of
business; or dissolution of the corporation.

ARTICLE X
INCORPORATOR
The name and address of the incorporator are as follows:
Name Address
Jeff Belfiglio 1800 Bellevue Place

10500 N.E. 8® Street
Bellevue, Washington 98004

ARTICLE XI

LIMITATION OF DIRECTORS' LIABILITY

A director shall have no liability to the corporation or its shareholders for monetary
damages for conduct as a director, except for acts or omissions that involve intentional misconduct
by the director, or a knowing violation of law by the director, or for conduct violating RCW
23B.08.310, or for any transaction from which the director will personally receive a benefit in
money, property or services to which the director is not legally entitled. If the Washington
Business Corporation Act is hereafter amended to authorize corporate action further eliminating or
limiting the personal liability of directors, then the liability of a director shall be eliminated or
limited to the full extent permitted by the Washington Business Corporation Act, as so amended.
Any repeal or modification of this Article shall not adversely affect any right or protection of a
director of the corporation existing at the time of such repeal or modification for or with respect to
an act or omission of such director occurring prior to such repeal or modification.

ARTICLES OF INCORPORATION - Page 3
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ARTICLE X1I

INDEMNIFICATION OF DIRECTORS AND OFFICERS

Section 1. Right to Indemnification. Each person who was, or is threatened to be made a
party to or is otherwise involved (including, without limitation, as a witness) in any actual or
threatened action, suit or proceeding, whether civil, criminal, administrative or investigative, by
reason of the fact that he or she is or was a director or officer of the corporation or, while a director
or officer, he or she is or was serving at the request of the corporation as a director, trustee, officer,
employee or agent of another corporation or of a partnership, joint venture, trust or other enterprise,
including service with respect to employee benefit plans, whether the basis of such proceeding is
alleged action in an official capacity as a director, trustee, officer, employee or agent or in any other
capacity while serving as a director, trustee, officer, employee or agent, shall be indemnified and
held harmless by the corporation, to the full extent permitted by applicable law as then in effect,
against all expense, liability and loss (including attorney's fees, judgments, fines, ERISA excise
taxes or penalties and amounts to be paid in settlement) actually and reasonably incurred or suffered
by such person in connection therewith, and such indemnification shall continue as to a person who
has ceased to be a director, trustee, officer, employee or agent and shall inure to the benefit of his or
her heirs, executors and administrators; provided, however, that except as provided in Section 2 of
this Article with respect to proceedings seeking to enforce rights to indemnification, the corporation
shall indemnify any such person seeking indemnification in connection with a proceeding (or part
thereof) initiated by such person only if such proceeding (or part thereof) was authorized by the
board of directors of the corporation. The right to indemnification conferred in this Section 1 shall
be a contract right and shall include the right to be paid by the corporation the expenses incurred in
defending any such proceeding in advance of its final disposition; provided, however, that the
payment of such expenses in advance of the final disposition of a proceeding shall be made only
upon delivery to the corporation of an undertaking, by or on behalf of such director or officer, to
repay all amounts so advanced if it shall ultimately be determined that such director or officer is not
entitled to be indemnified under this Section 1 or otherwise.

Section 2. Right of Claimant to Bring Suit. If a claim under Section 1 of this Article is not
paid in full by the corporation within sixty (60) days after a written claim has been received by the
corporation, except in the case of a claim for expenses incurred in defending a proceeding in
advance of its final disposition, in which case the applicable period shall be twenty (20) days, the
claimant may at any time thereafier bring suit against the corporation to recover the unpaid amount
of the claim and, to the extent successful in whole or in part, the claimant shall be entitled to be
paid also the expense of prosecuting such claim. The claimant shall be presumed to be entitled to
indemnification under this Article upon submission of a written claim (and, in an action brought to
enforce a claim for expenses incurred in defending any proceeding in advance of its final
disposition, where the required undertaking has been tendered to the corporation), and thereafter the
corporation shall have the burden of proof to overcome the presumption that the claimant is not so
entitled. Neither the failure of the corporation (including its board of directors, independent legal
counsel or its shareholders) to have made a determination prior to the commencement of such

ARTICLES OF INCORPORATION - Page 4
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action that indemnification of or reimbursement or advancement of expenses to the claimant is
proper in the circumstances nor an actual determination by the corporation (including its board of
directors, independent legal counsel or its shareholders) that the claimant is not entitled to
indemnification or to the reimbursement or advancement of expenses shall be a defense to the
action or create a presumption that the claimant is not so entitled.

Section 3. Nonexclusivity of Rights. The right to indemnification and the payment of
expenses incurred in defending a proceeding in advance of its final disposition conferred in this
Article shall not be exclusive of any other right which any person may have or hereafter acquire
under any statute, provision of the Articles of Incorporation, Bylaws, agreement, vote of
shareholders or disinterested directors or otherwise.

Section 4. Insurance, Contracts and Funding. The corporation may maintain insurance, at
its expense, to protect itself and any director, trustee, officer, employee or agent of the corporation
or another corporation, partnership, joint venture, trust or other enterprise against any expense,
hiability or loss, whether or not the corporation would have the power to indemnify such person
against such expense, liability or loss under the Washington Business Corporation Act. The
corporation may, without further shareholder action, enter into contracts with any director or officer
of the corporation in furtherance of the provisions of this Article and may create a trust fund, grant
a security interest or use other means (including, without limitation, a letter of credit) to ensure the
payment of such amounts as may be necessary to effect indemnification as provided in this Article.

Section 5. Indemnification of Employees and Agents of the Corporation. The corporation
may, by action of its board of directors from time to time, provide indemnification and pay
expenses in advance of the final disposition of a proceeding to employees and agents of the
corporation with the same scope and effect as the provisions of this Article with respect to the
indemnification and advancement of expenses of directors and officers of the corporation or

pursuant to rights granted pursuant to, or provided by, the Washington Business Corporation Act or
otherwise.

ARTICLE XIII

EFFECTIVE DATE

These Articles of Incorporation shall be effective upon filing.
DATED this 25® day of February, 1999.

L st

JEFF BELFIGLID, Incorporator

ARTICLES OF INCORPORATION - Page 5
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CONSENT TO SERVE AS REGISTERED AGENT

DWTR&J Corp., a Washington corporation, hereby consents to serve as Registered Agent,
in the State of Washington, for NEXTLINK LONG DISTANCE SERVICES, INC. DWTR&)
Corp. understands that as agent for said corporation, it will be responsible to receive service of
process in the name of said corporation; to forward all mail to said corporation; and to immediately
notify the office of the Secretary of State in the event of its resignation, or of any changes in the
registered office address of 2600 Century Square, 1501 Fourth Avenue, Seattle, WA 98101-1688.

DATED this 25 day of February, 1999.

DWTR&J CORP., a Washington corporation

g e

/SHARON LAV@NCE, Vice President

2600 Century Square
1501 Fourth Avenue
Seattle, Washington 98101-1688

ARTICLES OF INCORPORATION - Page 6
FADOCS\38936\1\Long Distance Services AOLdoc 02/25/99
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I, RALPH MUNRO, Secretary of State of the State of Washington and custodian of its seal,
hereby issue this

CERTIFICATE OF INCORPORATION

to

NEXTLINK LONG DISTANCE SERVICES, INC.

ravVaYiravivaYivavivavivayl

a Washington Profit corporation. Articles of Incorporation were filed for record in this
office on the date indicated below.

TaYlvaYiraYivayivay

UBI Number: 601 935 809 Date: February 26, 1999

VaxivaYiraYl

raYivaYivaY

TaYivaYiraY

Given under my hand and the Seal of the State
of Washington at Olympia, the State Capital

\N
Ralph Munro, Secretary “§§863 100-5
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APPLICATION FOR CEKRTIFICATE OF AUTHORITY FOR F | ’* e
ﬂ . I .
NEXTLINK Long Distance Services, Inc. Qe ’_REC[_"”

To the Secretary of State of the State of Tennessee: ’
! 1
Pursuant to the provisions of Secrion 48-25-103 of the Tenncssec Business Corporation Act, the undersxgn dl 6 ﬁ ,7' [U 3
corporetion herchy applics for a certilicate of authority to transact business in the State of Tenncssce, ang for that
purpose sets forth: SE C;Dl ‘E_ <
1

L Then of the corporation is NEXTLINK Long Distance Services, Inc.

1f difforent, the name under which the certificate of authority is to be gbtained is

{NOTE: The Secretary of State of the State of Tennessee may not issue a certificate of authority to a foreign corpora-
tion for profit if its name does not comply with the requirements of Section 48-14-101 of the Tennessee Business
Corporation Act. If obtaining a certificate of authority under an assumed corporate name, an application must be filed
pursuant to Secticn 48-14-101(d).]

¥ s . Washington
2, "L'he state or country under whese law it is incorporated is

- . . Feb 26, 1999
3. The date of its incorporation is SoriEry

of duration, if other than perpetual, is

(rmust be month, day, and year), and the period

4. The complete street address (including zip code) of its principal office is

Suite 2200, 500 -~ 108th Avenue N,E,, Bellevus, WA 38004

Street City State/Country Zip Codc
5, The cor ]Plctc street address (including the county and the zip codc) of its registered office in this state is

300 Tallan Building,

Two Union Square, Chattansogs. Tennessee Hamilton 39402-2571
Sticet City/State County Zip Code

The name of ils regisiered agent at that office is
Corporation Scrvice Company

6. The names and complete business addresses (including zip code) of its current officers are: (Atiach scparate sheet if
necessary.)
Ses atbached officera/directors rider

7. The naines and complete business addresses (including zip code) of its current board of directors ase: (Attach separate
sheet if necessary.)
See attached officers/directors ridar

8. The corporation is a corporation for profit.

9. If the document is not ta be effe¢tive upon filing by the Scerctary of State, the delayed effective datc/time is

.19, (dats), (time),
[INOTE: A delayed effective date shall not be later than the S0th day after the date this document is filed by the Secrelary
of State.]

[NOTE: This application must be accompanied by a certificate of existence (or a document of similar import) duly
authengicated by the Sceretary of State or other official having custody of corporate records In the stare or country under
whose law it is incorporated. The cenificate shall not bear a datc of merc than onc (1) month prior to the date the
application is filed in this state]

June?. 1999 NEXTLINK Long Distance Services, Inc.
Signature Date Name of C n
AsEistant S5ecretary %
Signer’s Capacity -
Named (typed or printed)
) SS-4431 (rev. 7/93) RDA 1678

06718799 FRI 11:46 [TX/RX NO 6448]
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RECELY
NEXTLINK LONG DISTANCE SERVICES 1N‘C ouE L_!’ 7v ED? SSEr
OFFICERS/DIRECTORS RIDER 99_ JLTE Raip: ag
SECRET ARV 5 Sare

The address for each of the following directors and officers is:

500 - 108™ Avenue N.E.

Suite 2200

Bellevue, WA 98004
Directors:
George M. Tronsrue III
R. Bruce Easter, Jr.
Kathleen Iskra
Officers:
George M. Tronsrue II1 CEOQ, COO, President
Charles P. Daniels Vice President
Jan Loichle Vice President
R. Bruce Easter, Jr. Vice President, Secretary, General Counsel
Kathleen Iskra Vice President, CFO, Treasurer
R. Gerard Salemme Senior Vice President
Michael McHale Vice President
Jay D. Hull Assistant Secretary
Richard A. Montfort, Jr. Assistant Secretary

1
WNL-BELLVUE-WA\PUBLIC\Lcgal\CORPDOCS\Incorpdocs\INLDS Slate.doe
(0G/08/99 3:04 PM)

06/18/99 FRI 11:46 [TX/RX NO 6448]



BIOGRAPHIES OF NEXTLINK OFFICERS

George M. Tronsrue III
President and Chief Operating Officer

Mr. Tronsrue has been President of NEXTLINK Communications, Inc., since July 1998 and Chief
Operating Officer of NEXTLINK since October 1997. Prior to that, Mr. Tronsrue was part of the initial
management team of ACSI from February 1994 to September 1997, and was responsible for planning and
overseeing the operations of ACSI for its first three years serving as Chief Operating Officer, President,
Strategy and Technology Development Division and Executive Vice President, Planning and Development.
Prior to that, Mr. Tronsrue served as the Regional Vice President of the Central Region of Teleport
Communications Group ("TCG"), and as Vice President, Emerging Markets overseeing the start-up of
TCG's initial eight cable television partnerships. Before TCG, Mr. Tronsrue was at MFS Communications
from its inception in 1987 until 1992, At MFS, Mr. Tronsrue served as Vice President, Corporate Planning
and Information Management; Vice President, Field Sales; Vice President and General Manager for MFS
New York during its first year of operations and Executive Vice President, MFS Internet. Prior to MFS,
Mr. Tronsrue served at MCl from 1983 to 1986 in a variety of engineering and operations roles,
culminating as Director of Operations, Michigan and Ohio.

R. Gerard Salemme
Senior Vice President, External Affairs and Industry Relations

Mr. Salemme has been Senior Vice President, External Affairs and Industry Relations of NEXTLINK since
July 1997. Prior to joining NEXTLINK, Mr. Salemme was Vice President, Government Affairs st AT&T

Corporation from December 1994. Prior to joining AT&T, Mr. Salemme was Senior Vice President,
External Affairs at McCaw Cellular from 1991 to December 1994.

Charles P. Daniels
Vice President & Chief Technology Officer

Mr. Daniels has been Vice President, Chief Technology Officer of NEXTLINK since July 1997. Prior to
that, Mr. Daniels was Vice President, Chief Marketing officer of NEXTLINK from November 1995. From
1992 to 1995, Mr. Daniels worked for MCI where he was the founder and Program Manager of the network
MCI Developers Lab. Mr. Daniels was also a founding member of MCI's Advanced Technology Group.
Prior to joining MCI, Mr. Daniels worked for Manufacturers Hanover Trust from 1989 to 1992 as Vice
President, Strategic Technology & Research, where he was responsible for evaluating and implementing
new technologies that either reduced costs or generated new revenue.

R. Bruce Easter, Jr.
Vice President, General Counsel & Secretary

Mr. Easter has been Vice President, General Counsel and Secretary of NEXTLINK since January 1995.
From 1986 to December 1994, he was an associate and then partner in the law firm of Davis Wright
Tremaine in Seattle, Washington, where he focused on communications law and media matters.




Kathleen H. Iskra
Vice President, Chief Financial Officer and Treasurer

Ms. Iskra has been Vice President and Chief Financial Officer and Treasurer of NEXTLINK since January
1996. Prior to that, she was President and Chief Executive Officer of Horizon Air, 8 wholly-owned
subsidiary of Alaska Air Group. Prior to her appointment at Horizon Air, Ms. Iskra served as staff Vice
President of Finance and Controller of Alaska Airlines and Alaska Air Group. Ms. Iskra's service with

Alaska began in 1987, when she was appointed Controller. Prior to joining Alaska, she was an audit
manager with Arthur Andersen.

Janice E. Loichle
Vice President, Chief of Local Exchange Operations

NEXTLINK since October 1996. Prior to that, Ms. Loichle was President of NEXTLINK Solutions {an
enhanced services subsidiary) from July 1995. Prior to joining NEXTLINK, Ms. Loichle was Executive
Vice President at U.S. Signal in Detroit and Grand Rapids, Michigan from April 1993 to July 1995. At
U.S. Signal, Ms. Loichle was responsible for Finance, Systems, Administration and was also involved in
the initial CLEC development in Grand Rapids. From 1990 to 1993, Ms. Loichle was Assistant Vice
President of Finance for SP Telecom in San Francisco. Prior to that, Ms. Loichle was Vice President of

Financial Operations for Lexitel/Alinet/ALC in Birmingham, Michigan from December 1980 to October
1989.

Michael J. McHale, Jr.
Chief Marketing Officer

Mr. McHale has been Vice President, Chief Marketing Officer of NEXTLINK since November 1997.
Prior to joining NEXTLINK, Mr. McHale served as Vice President and General Manager of the Phoenix
market and Regional Vice President at Teleport Communications Group, Inc. from 1993, developing the
Phoenix market from its inception. Prior to that, from 1991 to 1993, he was Vice President, Product
Marketing and Development at MFS Intelenet, Inc. and was responsible for planning and implementing
MFS's initial introduction of switched services in New York City.

Richard A. Montfort, Jr.
Assistant Secretary

Mr. Montfort has been Assistant Secretary of NEXTLINK since July 1998. From October 1992 to
February 1998, he was associated with the law firm of Preston Gates & Ellis in Seattle, Washington, where
he focused on securities law and mergers and acquisitions, '

Jay D. Hull
Assistant General Counse! and Assistant Secretary

Mr. Hull has been Assistant Secretary of NEXTLINK since August 1998. Mr. Hull began practicing law in
1984 and become a partner at Davis Wright Tremaine in Portland, Oregon in 1991. He represented
NEXTLINK at Davis Wright Tremaine from the time NEXTLINK was formed in 1994,




As Filed with the Securities and Exchange Commission on November 16, 1998
UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549

FORM 10-Q

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 1998

Commission file number: 000-22939

NEXTLINK Communications, Inc.
NEXTLINK Capital, Inc.
(Exact name of registrant &s specified in its charter)

Delaware 91-1738221

Washington : 91-1716062
(State or other jurisdiction of (1.R.S. Employer
incorporation or organization) Identification No.)

500 108 Avenue NE, Suite 2200, Bellevue, WA 98004
(Address of principal executive offices) (Zip Code)

(425) 519-8900
(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d)
of the Securitics Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the

registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90
days. Yes X No__.

As of November 1, 1998, the number of shares of Class A and Class B common stock of NEXTLINK
Communications, Inc. issued and outstanding was 21,232,980 and 31,133,502, respectively, and there were 1,000

shares of common stock of NEXTLINK Capital, Inc., all of which 1,000 shares were held by NEXTLINK
Communications, Inc.

NEXTLINK Cepital, Inc. meets the conditions set forth in General Instruction H(1)(2) and (b) of Form 10-Q and
is therefore filing this Form with the reduced disclosure format.
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PART L FINANCIAL INFORMATION
Item 1(a). Financial Statements

NEXTLINK Communications, Inc.

Consolidated Balance Sheets
(Dollars in thousands, except per share smounts)
(Amounts as of September 30, 1998 are unaudited)

ASSETS
Current assets:

Cash and cash equivalents
Marketable securities
Accounts receivable, net
Other.............
Pledged securities...
Total current assets.............

Pledged securities .ounmiverererann,
Property and equipment, et ..o
Goodwill, net

LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIT)

Current liabilities:
Accounts payable ..o
ACCrued EXPEnSeS ....unrceean.
Accrued interest Payable ....ocuuemivueeeeeeieeseeeemeeeeeeee e
Notes payable and current portion of capital Jease obligations...............
Total current liabilities
Long-term debt oo
Cepital lease obligations and other long-term liabilities
Tota! liabilities

Redeemable preferred stock, par value $0.01 per share, 25,000,000 shares
euthorized; 14% Preferred, aggregate liquidation preference $358,646,
7,009,248 and €,322,031 shares issued and outstanding in 1998 and 1997,
respectively, 6 %% Convertible Preferred, 4,000,000 and 0 shares issued
and outstanding in 1998 and 1997, respectively

Common stock subject to redemption, par value $0.02 per share, $19,950
Class B shares issued and outstanding in 1997

Shareholders' equity (deficit):

Common Stock, par value $0.02 per share, stated at amounts paid in;
Class A, 110,334,000 shares authorized, 20,830,169 and 15,167,899
shares issued and outstanding in 1998 and 1997, respectively; Class
B, 44,133,600 shares authorized, 33,133,502 and 33,746,573 shares
issued and outstanding in 1998 and 1997, respectively

Deferred compensation

Accumulated deficit ..

Total shareholders’ equity (deficit)
Total liabilities and shareholders' equity (deficit)

..........................

See accompanying notes to unaudited interim consolidated financial statements.

September 30,

1998

$ 392,350
784,493
29,525
12,273

4
" 1,261,633

448,550
55,813

260182
L.2.02¢.178

s 24,634
32,119
40,615

4.02)
101,389
1,503,263

1,620,748

543,258

352,018
(12,894)
—{(476.952)
(137.828)
£.2.026 178

NEXTLINK Communications, Inc.

mextdqiog - 2

December 31,
1997

$ 389,04
353,283
22,955

4,530

41,425
811,267
21,185
253,653
52,278
78,770
1212053

S 26,776
13,082
18,880
10,844
69,582

750,000

10,842

830,424

313,319

4,950

330,561
(9.596)
—{232.505)
—£8.460
121218



Consolidated Statements of Operations
(Dollars in thousands, except per share amounts)

(Unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
1998 1997 1998 1997
Revenue ... $ 31817 $ 13,390 $ 96,392 $ 35058
Costs and expenses:
Operating........ceeenune. 32,828 13,916 85,448 35,857
Selling, gencral and administrative ......... 41,565 19,318 109,599 48,421
Deferred compensation .......eeervennc... 1,720 334 3,104 1,449
Depreciation 11,334 3,898 26,243 9,952
AMOTUZALON .corvrrerrer et eseeeseeeenseenenss 3,444 1.631 4508
Total costs and expenses............... 90,891 39,097 235,292 100,187
Loss fom Operations........cu.eeeeeeeceeseeesrereeanens (53,074) (25,707) (138,900) (65,129)
InteresStincome oo 21,559 4,868 56,116 15,560
Interest expense......ooommeeereeeeeereeen, (37,434) (10,746) (99,050) (32,787)
NELIOSS oo, S __(fp049) $_(3] 58%) SUERLR34) $_(R2.356)
Preferred stock dividends and accretion of
preferred siock redemption obligation,
including 1SSUE COSIS.cuunimmneoerereerrenn, {15.734) __(10.798) (42,613) (28351)
Net loss applicable to common shares ............ §__(R4£R7) S (42 3R3) $.0224.447) S410507
Net 10ss per share .o, (15 s 1.08) s (418 S (287
Stares used in computation of net loss per
ShATC oo $3881 632 19257126 53658325 38 536 R3]

See accompanying notes to unaudited interim consolidated financial statements.
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OPERATING ACTIVITIES:

Net loss...

-‘NEXTLINK Communications, Inc.
Consolidated Statements of Cash Flows

(Dollars in thousands)

(Unaudited)

Adjusiments to reconcile net loss to net cash used in operating activities:
Deferred compensation expense...

Equity in loss of effiliates....cvuvennnccn.

Depreciation and amortization
Accretion of interest on senior notes

Changes in assets and liabilities, net of effects from acquisitions:

Accounts receivable....

Other assets

INVESTING ACTIVITIES:
Purchase of properny and equipment

Net assets acquired in business and asset asquisitions (net of cash

BEQUITEA) cooieiiiiti e ten sttt ses s e et set s see e s s se o
Cash withdrawn from escrow to be used in business scquisition
Assets acquired in network lease agreement
Contribution to NEXTBAND for purchase of spectrum licenses....
Invesiments in unconsolidated affiliates

Mawrity of pledped securities ...

Purchase of marketeble securities
Sale of marketable securities

Nextiqitg - ¢

-~ Continued ~

Nine Months Ended
September 30,
1998 1997

S (181,834) S (82,356)
3,104 1,449
2,638 1,688
37,141 14,460
18,940 -
€6,570) (3,062)
(10,588) (662)
(8,016) (6,328)
18,683 5,370
—_21735 10,208
(104,770) (59,233)
(209,136) (89,146)
- (41,239)

- 6,000
(92,000) -
(67,354) -
(13,337) (6,342)
15,636 18,049
(3,347,468) (28,812)
162 S
(793,401 (141,450)



NEXTLINK Communications, Inc.

Consolidated Statements of Cash Flows (Cont’d)
(Dollars in thousands)

(Unaudited)

FINANCING ACTIVITIES:
Net proceeds from issuance of redeemable preferred stock

Repayment of payable 1o affiliates

............................

Repayment of note payable and capital lease Obligations........emunnrvvensreennnn....

Proceeds from issuance of common stock upon exercise of stock options.....

Dividends paid on convertible preferred stock

Repayment (issuance) of loans to related parties

Proceeds from issuance of senior notes (net of discount)
Costs incurred in connection with financing

...............................

Net cash provided by financing activities........ooue.......

Net increase in cash and cash equivalents.....

Cash and cash equivalents, beginning of period.......eerveeonnn...

Cash and cash equivalents, end of period

SUPPLEMENTAL CASH FLOW DISCLOSURES:
Noncash financing and investing activities:
Redeemable preferred stock dividends, paid in redeemable preferred

SRRIES e e e e et e sttt e esent
Accrued redeemable preferred stock dividends, payable in redecmable

preferred shares, and accretion of preferred stock redemption

OblLIg2loN Bnd IS5UE COSIS vttt e,
Issuance of Class B common stock for purchase of minority interests ...

Capital jease obligations assumed
Class A common stock issued under lease arrangement

Nine Months Ended
September 30,
1998 1997

[ 193,824 $ 274,000
(7,346) (1,380)

- (1,500)

2,021 11
(6,500) -
2387 (2.825)
T 734,323 -
(402)

901,447 268,004
3,276 67,281

389,074
222330

Cash paid for interest......

See sccompanying notes to unaudited interim consolidated financial statements.
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NEXTLINK Communications, Inc.
Notes to Interim Consolidated Financial Statements
(Unaudited)

1. Basis of Presentation

The consolidated financial statements include the accounts of NEXTLINK Communications, Inc., a Delaware
corporation, and its majority-owned subsidiaries (collectively referred to as the Company). The Company, through
predecessor entities, was formed on September 16, 1994 and, through its subsidiaries, provides competitive local
telecommunications services in selected markets in the United States. The Company is a majority-owned subsidiary
of Eagle River Investments, LL.C. (Eagle River).

The Company’s financial statements include 100% of the assets, liabilities and results of operations of
subsidiaries in which the Company has a controlling interest of greater than 50%. The Company’s investmnent in
Telecommunications of Nevada, L.L.C. (Nevada L.L.C), a limited liability company in which the Company has a
40% interest and which operates 2 network that is managed by the Company in Las Vegas, Nevada, is accounted for
on the equity method. All operational statistics of the Company included in this Report include 100% of the
operational statistics of Nevada L.L.C. Investments in entities in which the Company has voting interests of not more
than 20% are accounted for on the cost method. All significant intercompany accounts and transactions have been
eliminated.

The interim financial statements are unaudited and have been prepared pursuant to the rules and regulations of
the Securities and Exchange Commission. Certain information and footote disclosures normally included in
financial stztements prepared in accordance with generally accepted accounting principles have been condensed or
omined pursuant to such rules and regulations. These condensed consolidated financial statements should be read in
conjunction with the audited consolidated financial statements and notes thereto included in the Company's Form 10-
KSB as filed with the Securities and Exchange Commission on March 25, 1998.

The financial information included herein reflects all edjustments (consisting only of normal recurring
adjustments) which are, in the opinion of management, necessary to a fair presentation of the results for interim
periods. The results of operations for the three and nine-month periods ended September 30, 1998 are not necessarily
indicative of the results to be expected for the full year.

2. Financings
Debt

On March 3, 1998, the Company completed the sale of $335.0 million in aggregate principal amount of 9%
Senior Notes due March 15, 2008 (9% Senior Notes). Proceeds from the sale net of discounts, underwriting
commissions, advisory fees and expenses totaled approxirnately $326.5 million. Interest payments on the 9% Senior
Notes are due semi-annually. The 9% Senior Notes are redeemable at the option of the Company, in whole or in part,
beginning March 15, 2003.

On April 1, 1998, the Company completed the sale of 9.45% Senior Discount Notes (9.45% Notes), due April
15, 2008. The 9.45% Notes were issued 8t 2 discount from their principal amount to generate aggregate gross
proceeds to the Company of approximately $400.0 million. Proceeds net of underwriting commissions, advisory fees
and expenses totaled $390.9 million. The 9.45% Notes accrete at 2 rate of 9.45% compounded semi-annually, to an
apgregate principal amount of approximately $637.0 million by April 15, 2003. No cash interest will accrue on the
9.45% Notes until April 15, 2003. Interest will become payable in cash semi-annually beginning on October 18,

2003. The 9.45% Notes are redeemable at the option of the Company, in whole or in part, at any time after April 15,
2003.

The indentures pursuant to which the 9% Senior Notes and the 9.45% Notes (the Notes) are issued contain
certain covenants that, among other things, limit the ability of the Company and its subsidiaries to incur 2dditional
indebtedness, issue stock in subsidiaries, pay dividends or make other distributions, repurchase equity interests or
subordinated indebtedness, engage in sale and leaseback transactions, create certain liens, enter into certain
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transactions with affiliates, sell assets of the Company and its subsidiaries, and enter into certain mergers and
consolidations.

In the event of 2 change in contro! or asset disposition of the Company as defined in the indentures, holders of
the Notes will have the right to require the Company to purchase their Notes, in whole or in part, at a price equal to
101% of the principal amount thereof, plus accrued and unpaid interest, if any, thereon to the date of purchase. The
Notes are senior unsecured obligations of the Company, and are subordinated to all current and future indebtedness -
of the Company's subsidiaries, including trade payables.

Redeemable Preferred Stock

On March 31, 1998, the Company completed the sale of 4,000,000 shares of 6%% cumulative convertible
preferred stock (6%4% Preferred Stock) with & liquidation preference of $50 per share. The sale generated gross
proceeds to the Company of $200.0 million, and proceeds net of underwriting discounts, advisory fees and expenses
of $193.8 million. Each share of 6'4% Preferred Stock is convertible, at the option of the holder, into 1.145 shares of
the Company's Class A common stock (subject to edjustments in certain circumstances). The Company may cause
such conversion rights to expire if the closing price of the Class A common stock exceeds 120% of an implied
conversion price (as defined) for 20 days in & 30 consecutive day trading period after April 15, 2001 and through
April 15, 2006. Dividends on the 6%% Preferred Stock accrue from March 31, 1998 and are payable in cash
quarterly, beginning on June 30, 1998, at an annual rate of 6%4% of the liquidation preference thereof. The Company
is required to redeem 2!l of the 6'4% Preferred Stock outstanding on March 31, 2010 at a redemption price equal to
100% of the liquidation preference thereof, plus accumulated and unpaid dividends to the date of redemption.

3. Network Lease

In February 199§, the Company entered into & 20-year capital Jease for exclusive rights to multiple fibers and
innerducts throughout New York, New Jersey, Connecticut, Pennsylvania, Delaware, Maryland and Washington
D.C. The Company paid $92.0 million in the transaction, of which $80.3 million was placed into escrow pending
completion and delivery of segments of the network route to the Company. The payment was recorded as a long-term
asset, and will be reclassified as property and equipment as portions of the network are completed. The Company has
the option to renew the lease for two additional 10-year terms.

4. Joint Ventures
NEXTBAND

In January 1998, the Company and Nextel Communications, Inc. (Nextel), a nationwide provider of wireless
telephone services, formed & joint venture called NEXTBAND Communications, L.L.C. (NEXTBAND), which is
owned 50% each by the Company and Nextel. NEXTBAND was the successful bidder in 42 markets covering
approximately 105 million POPs, or persons located within the licensed areas owned, in the FCC's Jocal multipoint
distribution service (LMDS) auctions, which concluded in March 1998. The Company has contributed $67.4 million
to NEXTBAND, representing its pro rata share of NEXTBAND's total bid in the LMDS auctions. The Company is
evaluating means to use its access to NEXTBAND's LMDS spectrum to enhance its ability to connect customers to

its fiber rings, and to deploy wireless local Joop technologies using LMDS frequencies where it determines it cost
effective to do so.

INTERNEXT

In July 1998, the Company announced the formation of INTERNEXT L.L.C., which is beneficially owned 50%
each by the Company and Eagle River. INTERNEXT has entered into an ggreement with Level 3 Communications,
LLC (Level 3). Level 3 is constructing a national fiber optic network that is expected to cover more than 16,000
route miles with six or more conduits and connect 50 cities in the United States and Canada. Pursuant to this
agreement, INTERNEXT will receive an exclusive interest in 24 fibers in a shared, filled conduit, one entire empty
conduit and the right to 25% of the fibers pulled through the sixth and any additional conduits in the network.
INTERNEXT will pay $700.0 million in exchange for these rights, the majority of which will be payable as
segments of the network are completed and accepted by INTERNEXT, which is expected to occur substantially
during 2000 and 2001. The Company has guaranteed 50% of the financial obligations of INTERNEXT under this
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agreement and, together with Eagle River, has also guaranteed the performance of certain other obligations of
INTERNEXT thereunder. The Company anticipates that Nextel will acquire 2 one-third ownership interest in
INTERNEXT, which would reduce the Company's beneficial interest in and obligations with respect to
INTERNEXT 1o one-third.

5. Reclassifications
Certain reclassifications have been made to prior period amounts in order to conform to the current presentation.

6. Subsequent Event

On November 12, 1998, the Company completed the sale of $500.0 million in agprepate principal amount of
10%% Senior Notes due November 15, 2008 (10%% Senior Notes). Proceeds from the sale net of underwriting
commissions, advisory fees and expenses totaled approximately $488.5 million. Interest payments on the notes are
due semi-annually, beginning May 15, 1999. The 10%% Senior Notes are redeemable at the option of the Company,
in whole or in part, beginning November 15, 2003.

The indenture pursuant to which the 10%% Senior Notes are issued contains certain covenants that, among other
things, limit the ability of the Company and its subsidiaries to incur additional indebtedness, issue stock in
subsidiaries, pay dividends or make other distributions, repurchase equity interests or subordinated indebtedness,
engage in sale and leaseback transactions, create certain liens, enter into certain transactions with affiliates, sell
assets of the Company and its subsidiaries, and enter into cerain mergers and consolidations. In addition, under the
indenture, the Company has agreed to use the net proceeds from the sale for expenditures relating to the construction,
improvement and 2cquisition of new and existing networks and services and direct or indirect investments in certain
joint ventures to fund similar expenditures.

In the event of a change in conwol or asset disposition of the Company as defined in the indentures, holders of
the 10%4%5 Senior Notes will have the right to require the Company to purchase their 10%:% Senior Notes, in whole
or in par, at 2 price equal to 101% of the principal amount thereof, plus accrued and unpaid interest, if any, thereon
to the date of purchase. The 10%.% Senior Notes are senior unsecured obligations of the Company, and are
suborcinated to all current and future indebtedness of the Company’s subsidiaries, including trade payables.
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PART L FINANCIAL INFORMATION

Item 1(b). Financial Statements

NEXTLINK Capital, Inc.
Balance Sheets

(Unaudited)
September 30,
1998 1997

ASSETS
Cash in bank............... ' " M 100 s 100
SHAREHOLDER'S EQUITY
Common stock, no par value,

1,000 shares authorized, issued and outstanding .......ccceevrrerennecnen.. ) 100 s 100

Notes to Balance Sheets

1. Description

NEXTLINK Capital, Inc. (NEXTLINK Capital) is a Washington corporation and a wholly owned subsidiary of
NEXTLINK Communications, Inc. (NEXTLINK). NEXTLINK Capital was formed for the sole purpose of
obzining financing from external sources and s a joint obligor on the 12%4% Senior Notes due April 15, 2006 of
NEXTLINK. NEXTLINK Capital was initially funded with 2 $100 contribution from NEXTLINK and has had no
operations to date.

2. Basis of Presentation

Tbe interim financial statements have been prepared without audit, pursuant to the rules and regulations of the
Securities and Exchange Commission. These consolidated financial statements should be read in conjunction with
the audited consolidated financial statements and notes thereto included in the Company's Form 10-KSB as filed
with the Securities and Exchange Commission on March 25, 1998.
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PART L FINANCIAL INFORMATION

ftem 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

OVERVIEW

Since its inception in 1994, the Company has executed a strategy of constructing and acquiring fiber optic
networks and acquiring related telecommunications businesses. Over this period, the Company has pursued this

strategy by constructing, acquiring, leasing fibers or capacity on, and entering into agreements to acquire focal
telecommunications networks.

The Company develops and operates high capacity, loca! fiber optic networks with broad market coverage in a
growing number of markets across the United States. In its switched local service markets, the Company offers its
customers a bundled package of local and long distance services and also offers dedicated transmission and
competitive access services to long distance carriers and end users. The Company plans to acquire, build or develop
networks in new areas, expand its current networks, and also explore the acquisition or licensing of additional
enhanced communications services and other telecommunications service providers. These efforts should allow the
Company to increase its presence in the marketplace, and facilitate providing a single source solution for the
telecommunications needs of its customers.

The Company currently operates 19 facilities-based networks providing switched local and long distance
services in 33 markets in 11 states. The Company serves larger markets including New York, Los Angeles, Chicago,
Atlania and the San Francisco Bay Area, medium-sized markets such as Salt Lake City and Nashville, and clusters of
smaller markets in Orange County, California and central Pennsylvania. The Company anticipates developing
additional new markets throughout 2 majority of the nation’s top 30 markets which, together with its existing
markets, are expected to have & total of approximately 27 million addressable business lines by the end of 2000. The
Company plans to launch service in Dallas, Denver and Miami in the fourth quarter of 1998 and in San Diego,
Washington, D.C. and Seattle in the first half of 1999, The Company is also developing a national network strategy

to enable it 1o offer its customers complete, end-to-end voice and data communications services over NEXTLINK-
owned facilities.

The table below provides selected key financial and operating data (dollars are in thousands):
As of and

For the Three Months
Ended September 30,

1998 1997

Financial data:

Gross property and equipment...........oo.ovovoool. $ 511,204 $ 214,320
EBITDA (1) oo 3 (36,576) $ (19,844)
Operating data (2):

Route miles (3). ooveveeeeeennn 2,150 1,757
Fiber miles (4) ... 158,987 124,399
On-net buildings connected (5) o 736 479
Off-net buildings connected (6)....urvervovvenon 9,688 1,404
Switches installed............ 18 13
Access lines in service (7)... 134,107 30,944
Employees .............. 2,065 1,027

¢)) EBITDA represents net loss before interest expense, interest income, depreciation, amortization and deferred
compensation expense. EBITDA is commonly used to analyze companies on the basis of operating
performance, leverage and liquidity. While EBITDA should not be construed as 2 substitute for operating
income or a better measure of liquidity than cash flow from operating activities, which are determined in
accordance with generally accepted accounting principles, it is included herein to provide additional
information with respect to the ability of the Company to meet future debt service, capital expenditure and
working capital requirements.
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()] The operating data includes 100% of the statistics of the Las Vegas network, which the Company manages and
in which the Company has a 40% membership interest.

3) Route miles refers to the number of miles of the telecommunications path in which the Company-owned or
leased fiber optic cables are instalied.

“) Fiber miles refers 10 the number of route miles installed along a telecommunications path, multiplied by the
Company's estimate of the number of fibers along that path. :

(s) Represents buildings physically connected to the Company’s networks, excluding those connected by
unbundled incumbent local exchange carrier (ILEC) facilities.

(6) Represents buildings connected to the Company’s networks through leased or unbundled ILEC facilities.

@) Represents the number of access lines in service, including those lines that are provided through resale of
Centrex services, for which the Company is billing services. The Company serviced 3,312 resold access lines
2s of September 30, 1998. The Company defines an access line as 2 telephone connection between 8 customer
purchasing local telephone services and NEXTLINK. This connection does not include the concept of access
line equivalents (ALEs), and is a one-for-one relationship with no multipliers used for trunk ratios, except for
those trunks over which primary rate interface (PRI) service is provided, which are counted as 23 access lines.

The Company builds its networks to encompass the significant business concentrations in each area it serves,
focusing on direct connections to end-user locations and TLEC cenwal offices. The Company employs & uniform
technology platform for each of its local exchange networks that is based on the Norel DMS 500 digita] loca! and
long distance combination switching platform and associated distribution technology. As of September 30, 1998, the
Company had 16 operational Norte] DMS 500 switches, including one switch in its NEXTLAB facility, and
curently plans to install three additional switches by the end of 1998, NEXTLAB is 2 fully functional mode! of one
of the Company’s networks, which serves as 8 testing facility for switch software and the Company's products and
services and will serve as the Company's network operations control center.

The development of the Company's businesses and the construction, acquisition and expansion of its networks
require significant expenditures, substantial portions of which are incurred before the realization of revenues. These
expenditures, together with the associated eacly operating expenses, result in negative cash flow until an adequate
customer base is established. However, as the customer base grows, the Company expects that incremental revenues
can be generated with decreasing incremental operating expenses, which may provide positive contributions to cash
flow. The Company has made the strategic decision to build high capacity networks with broad market coverage,
which initially increases its level of capital expenditures and operating losses. The Company believes that over the
long term this will erhance the Company's financial performance by increasing the traffic flow over the Company’s
networks. The Company has recently entered into leased dark fiber and fiber capacity arrangements which allow the
Company, by installing one or more switches and related electronics, to enter a market prior to completing
construction of its own fiber optic network.

RESULTS OF OPERATIONS

Revenue increased 182% to $37.8 million during the third quarter of 1998, from $13.4 million in the same
period in 1997. Year to date revenue of $96.4 million represented a 175% increase from the $35.1 million reported
for the comparable period in 1997. The increase was driven by 290% growth in revenues from bundled local and
long distance services and dedicated services, as well as by the acquisitions of Start Technologies Corporation (Start)
and Chadwick Telecommunications Corporation (Chadwick) in the fourth quarter of 1997. Revenues reported in the
third quarter of 1998 included $31.5 million derived from local and long distance, competitive access, dedicated line
services and shared tenant services and $6.3 million derived from enhanced communications services, primarily
interactive voice response (IVR) services. The Company’s TVR revenue comprised 16% and 28% of the Company's
total revenues during the third quarter of 1998 and 1997, respectively.

The Company increased the number of customer access lines added during the quarter from 30,053 in the
second quarter of 1998 1o 31,220 during the third quarter of 1998. As of September 30,1998, the Company had
134,107 access lines in service, compared to 50,13 as of December 31, 1997 and 30,944 as of September 30, 1997.
Revenues from the provision of such services are expected to continue to increase as a component of total revenues
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over future periods. Access lines in service includes those lines which are provided through resale of Centrex
services, the number of which is decreasing over time as the Company converts those customers to its own network.

Operating expenses consist of costs directly related to providing facilities-based network and enhanced
communications services and also include salaries and benefits and related costs of operations and engineering
personnel. Operating expenses increased 136% in the third quarter of 1998 to $32.8 million, an increase of 5189
million over the third quarter of 1997. For the nine months ended September 30, 1998, operating expenses rose
$49.6 million, or 138%, over the same period in 1997. These increases were attributed to increased network costs
related to provisioning higher volumes of local, long distance and enhanced communications services, an increase in
employees and an increase in other related costs primarily to expand the Company’s switched local and long distance
service businesses in its existing and planned markets. To a Jesser extent, the acquisitions of Start and Chadwick in
the fourth quarter of 1997 also contributed to the increase in operating costs over those in the third quarter of 1997.

Selling, general and administrative (SG&A) expenses include salaries and related personnel costs, facilities
expenses, sales and marketing, information systems costs, consulting and legal fees and equity in loss of affiliates.
SG&A expenses increased 115% and 126% in the three and nine-month periods ended September 30, 1998 as
compared to the corresponding periods in 1997. The increases were due to the Company's increase in employees, as
well 2s other costs associated with the expansion of the Company’s switched local and long distance service
businesses in its existing and planned markets.

Deferred compensation expense was recorded in connection with the Company’s Equity Option Plan unti] April
1997, and in connection with the Company's Stock Option Plan, which replaced the Equity Option Plan, subsequent
to April 1997. The stock options granted under the Equity Option Plan were considered compensatory and were
accounted for on a basis similar to that for stock appreciation rights. All options outstanding under the Equity Option
Plan were regranted under the new Stock Option Plan with terms and conditions substantially the same as under the
Equity Option Plan. As such, the Company continues to record deferred compensation expense for those
compensatory stock options issued, as well as for compensatory stock options issued subsequent to the Plan
conversion date. Compensation expense is recognized over the vesting periods based on the excess of the fair value
of the stock options at the date of grant over the exercise price.

Depreciation expense increased primarily due to placement in service of additional telecommunications network
assets, including switches, fiber optic cable, network electronics and related equipment. Amortization of intangible
assets increased primarily as a result of the Start and Chadwick acquisitions in the fourth quarter of 1997.

Interest expense increased 248% in the third quarter of 1998 over the comparable period in the prior year due to
an increase in the Company's average outstanding indebtedness over the respective periods. Interest expense will
increase in future periods in conjunction with the sale of $500.0 million in sggregate principal amount of 10%%
Senior Notes on November 12, 1998. See “~—Liquidity and Capital Resources.” Pursuant to Statement of Financial
Accounting Standards No. 34, the Company capitalizes & portion of its interest costs 2s part of the construction cost
of its communications networks. Capitalized interest during the first nine months of 1998 totaled $3.0 million.
Interest income results from investment of excess cash as well as cenain securities that have been pledged as
collateral for interest payments on the 124% Senior Notes. The increase in interest income for the three and nine-

month periods in 1998 over the same periods in 1997 corresponded to the increase in the Company's average
outstanding cash balances.

LIQUIDITY AND CAPITAL RESOURCES

The competitive local telecommunications service business is a capital-intensive business. The Company's
existing operations have required and will continue to require substantial capital investment for the acquisition and
installation of fiber, electronics and related equipment in order to provide switched services in the Company's
networks and the funding of operating losses during the start-up phase of each market. In addition, the Company’s
strategic plan calls for expansion into additional market areas. Such expansion will require significant additional
capital for: potential acquisitions of businesses or assets, design, development and construction of new networks; and
the funding of operating losses during the start-up phase of each market. During the first nine months of 1998, the
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Company used $104.8 million in cash for operating activities, compared to $59.2 million for the same period in the
prior year. The increase was primarily due to 2 substantial increase in the Company's activities associated with the
continued development and expansion of switched local and long distance service operations. During the first nine
months of 1998, the Company invested an additional $301.1 million in property and equipment and acquisitions of
telecommunications assets. During the same period in 1997, the Company invested $130.7 million in property and

equipment, acquisitions of telecommunications assets and businesses and equity investments in telecommunications
businesses. ’

In July 1998, the Company announced the formation of INTERNEXT LL.C, which is beneficially owned 50%
each by the Company and Eagle River Investments, L.L.C (Eagle River). INTERNEXT entered into an agreement
with Level 3 Communications LLC (Level 3). Level 3 is constructing & national fiber optic network that is expected
to cover more than 16,000 route miles with six or more conduits and connect 50 cities in the United States and
Canada. Pursuant to this agreement, INTERNEXT will receive an exclusive interest in 24 fibers in a shared, filled
conduit, one entire empty conduit and the right to 25% of the fibers pulled through the sixth and any additional
conduits in the network. INTERNEXT will pay $700.0 million in exchange for these rights, the majority of which
will be payable as segments of the network are completed and eccepted by INTERNEXT, which is expected to occur
substantially during 2000 and 2001. The Company has guaranteed 50% of the financial obligations of INTERNEXT
under this agreement and, together with Eagle River, has also guaranteed the performance of certain other
obligations of INTERNEXT thereunder. The Company anticipates that Nexte] Communications, Inc. (Nextel) will
acquire & one-third ownership interest in INTERNEXT, which would reduce the Company's beneficial ownership
interest in and obligations with respect to INTERNEXT to one-third. The Company is in the process of defining its
plans for implementation of a national network strategy, which will require additional capital expenditures.

In February 1998, the Company signed 2 definitive agreement with Metromedia Fiber Network for exclusive
rights to multiple fibers and innerducts for 20 years, with two 10-year renewals. The route covered by the agreement
extends from Manhatian to White Plains (NY), to Stamford (CT), to Newark (NJ) and south from Manhatan through
Philadelphia, Wilmington (DE), Bzltimore, and to Washington (DC). The route will offer frequent splice points
within metropolitzn areas and on routes between metropolitan areas, as well as provide access to ILEC central and
tandem switching offices. The Company paid $92.0 million in cash for this transaction, $80.3 million of which was
placed into escrow, to be released as segments of the route are constructed and delivered to the Company.

In January 1998, the Company and Nexte! formed NEXTBAND, & joint venture that is owned 50% each by the
Company and Nexiel. NEXTBAND was the successful bidder in 42 markets in the FCC's local multipoint
distribution service (LMDS) auctions. The Company’s pro rata share of NEXTBAND's total bid in the LMDS
suctions was $67.4 million, which was paid in full in June 1998. The Company is in process of defining its

operational and financial plans for implementation of an LMDS strategy, which will likely involve additional capital
expenditures.

On March 3, 1998, the Company completed the sale of $335.0 million in aggregate principal amount of 9%
Senior Notes due March 15, 2008. Proceeds from the sale net of discounts, underwriting commissions, advisory fees

and expenses totaled spproximately $326.5 million. Interest payments on the 9% Senior Notes are due semi-
annually, beginning September 1998.

On March 31, 1998, the Company completed the sale of 4,000,000 shares of 6%4% cumulative convertible
preferred stock (6'% Preferred Stock) with a liquidation preference of $50 per share. The sale generated gross
proceeds to the Company of $200.0 million, and proceeds net of underwriting discounts, advisory fees and expenses
of $193.8 million. Each share of 6'4% Preferred Stock is convertible, at the option of the holder, into 1.145 shares of
the Company's Class A common stock (subject to adjustments in certain circumstances). Dividends on the 6%%
Preferred Stock accrue from March 31, 1995 and are payable quarterly in cash, beginning on June 30, 1998.

On April 1, 1998, the Company completed the sale of 9.45% Senior Discount Notes (9.45% Notes), due April
15, 2008. The 9.45% Notes were issued at a discount from their principal amount to generate aggregate gross
proceeds to the Company of approximately $400.0 million. Proceeds net of underwriting commissions, advisory fees
and expenses totaled $390.9 million. The 9.45% Notes accrete at & rate of 9.45% compounded semi-annually, to an
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aggregate principal amount of approximately $637.0 million by April 15, 2003. No cash interest will accrue on the
Notes until April 15, 2003. Interest will become payable in cash semi-annually beginning on October 15, 2003.

On November 12, 1998, the Company completed the sale of $500.0 million in aggregate principal amount of
10%% Senior Notes due November 15, 2008. Proceeds from the sale net of underwriting commissions, advisory
fees and expenses totaled approximately $488.5 million. Interest pzyments on the notes are due semi-annually,
beginning May 1999. Pursuant to a covenant in the indenture under which the 10%% Senior Notes were issued, the
Company has agreed to use the net proceeds from the sale for expenditures relating to the construction, improvement
and acquisition of new and existing networks and services and direct or indirect investments in certain joint ventures
(including NEXTBAND and INTERNEXT) to fund similar expenditures.

The Company will use the net proceeds from the sale of the 9% Senior Notes, the 6'4% Preferred Stock, the
9.45% Notes, the 10%% Senior Notes (subject to the limitations described above) and existing unrestricted cash
balances for expenditures relating to the development, construction, acquisition and operation of telecommunications
networks and service providers and the offering of telecommunications services in those areas where the Company
curently operates or intends to operate. Expenditures for the construction and operation of networks include (i) the
purchase and installation of switches and related electronics in existing networks and in networks to be constructed
or acquired in new or adjacent markets, (ii) the purchase and installation of fiber optic cable and electronics to
expand existing networks and develop new networks, including the connection of pew buildings, (iii) the
development of its comprehensive information technology platform, (iv) the acquisition of LMDS spectrum
purchased in the FCC’s auction and the construction and deployment of associated facilities and (v) the funding of
operating losses and working capital. The Company may also scquire or invest in businesses that consist of existing
networks or companies engaged in businesses similar to those engaged in by the Company and its subsidiaries or
other complementary businesses.

As of September 30, 1998, the Company had unrestricted cash and investments of $1,176.8 million and
$1,665.3 million on a pro forma basis afier giving effect to the sale of the 10%% Senior Notes. The Company's
current plan contemplates an aggressive expansion into & number of new markets throughout the United States. The
Company may pursue various alternatives for schieving its growth strategy, including: additional network
construction; additional leases of network capacity from third party providers; acquisitions of existing networks; and
spectrum that was purchased during the LMDS auction and associated facilities construction and deployment. The
Company 2lso anticipates that 2 substantial amount of additional capital expenditures will be made in 1999 and
beyond. The funding of these capital expenditures is expected to be provided by existing cash balances, future
vendor and/or credit facilities, future public or private sales of debt securities, future sales of public or private capital
stock and joint ventures. There can be no mssurance, however, that the Company will be successful in raising
sufficient additional capital on terms that it will consider acceptable or that the Company's operations will produce
positive consolidated cash flow in sufficient amounts to meet its interest and dividend obligations on its outstanding
securities. Failure to raise and generate sufficient funds may require the Company to delay or abandon some of its
planned future expansion or expenditures, which could have & material adverse effect on the Company’s growth and
its ability to compete in the telecommunications services industry.

In addition, the Company’s operating flexibility with respect to certain business matters is, and will continue to
be, limited by covenants associated with the 1214% Senior Notes, the 9 $/8% Senior Notes, the 9% Senior Notes, the
9.45% Notes and the 10%% Senior Notes (collectively referred to as the Notes). Among other things, these
covenants limit the ability of the Company and its subsidiaries to incur additional indebtedness, create liens upon
assets, apply the proceeds from the disposal of assets, make dividend payments and other distributions on capital
stock and redeem capital stock. In addition, the terms of the 14% Senior Exchangeable Redeemable Preferred Shares
(14% Preferred Shares) contain certain covenants that may limit the Company's operating flexibility with respect to
the incurence of indebtedness and issuance of additional preferred shares. There can be no assurance that such
covenants will not adversely affect the Company's ability to finance its future operations or capital needs or to
engage in other business activities that may be in the interest of the Company. The Company was in compliance with
all covenants associated with the Notes and the 14% Preferred Shares as of September 30, 1998.
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IMPACT OF YEAR 2000

Certzin of the Company's older computer systems and applications were written to define 2 given year with
abbreviated dates using the last two digits in a year rather than the entire four digits. As 2 result, when computer
systems atiempt to process dates both before and afier January 1, 2000, two digit year fields may create processing
ambiguities that can cause errors and system failures. For example, systems and applications may have time-sensitive
software that recognize an abbreviated year “00” as the year 1900 rather than the year 2000. These errors or failures
may have limited effects, or the effects may be widespread, depending on the computer chip, system, or software,
and its location and function.

State of Readiness

The Company is currently assessing the impact of the Year 2000, and & forma! Year 2000 plan (the “Plan”) in
expected to be completed and adopted by the Company by year-end 1998. The purpose of the Plan will be to
develop and perform reasonable steps intended to prevent the Company's critical operational functions from being
impaired due to the Year 2000 problem. The first phase of the Company's Year 2000 assessment, to be completed by
December 1998, includes: 1) taking an inventory of Company-wide systems and equipment to determine the extent
of testing required for Year 2000 compliance (generzlly defined as the ability of information systems to accurately
process datz from, into and between the twentieth and twenty-first centuries, including leap year calculations), 2)
developing 2 strategy to manage vendors' and other outside entities’ progress toward Year 2000 compliance, 3)
designing a Company-wide Year 2000 communications plan, and 4) creating a risk assessment and impact analysis
from which the Plan can be developed. The Company has engaged outside consultants to aid in formulating and
implementing the Plan.

The Company's assessments to date have indicated that its major operational support systems, including its
billing, order management, network management, and financial systems are Year 2000 compliant. In addition, the

Company has received positive confirmation from its vendor that the Company’s Norte! DMS 500 switches are also
Year 2000 compliant.

As part of the Plan and ongoing Year 2000 assessment, the Company will continue its testing of existing
telecommunications equipment and back office systems to assess the effects of the Year 2000 problem on those areas
that would result in significant impairment to the Company’s critical operations. Through its NEXTLAB facility,
which operates separate and gpart from the Company’'s operational switches, the Company bas the means to test
switch configurations without impacting its networks or customers, and the Company is using NEXTLAB to
independently verify Year 2000 compliance of its network systems and equipment.

The Plan will also address the potential adverse effects to the Company in the event that the computer,
telecommunications, and other systems of outside entities’ (including vendors, customers, and local and
interexchange carriers and Internet service providers with which the Company interchanges traffic) are not Year
2000 compatible. The Company does not have contro! of these outside entities or their systems. However, the
Company's Pian will include ongoing identification of and contact with such outside entities whose systems may
have a substantial effect on the Company's ability to continue to conduct the critical aspects of its operations without
disruption from Year 2000 problems. In the event such outside systems are identified, the Company will work with
the outside entities in a reasonable attempt to inventory, assess, analyze, test, and develop contingency plans for the

Company's connections to these outside entities and their systems and to determine the extent to which they are, or
can be made to be, Year 2000 compliant.

Costs to Address Year 2000 Issues

The Company has not incurred material historical costs for Year 2000 awareness, inventory, assessment,

analysis, conversion, testing, or contingency planning. Further, the Company anticipates that its future costs for these
purposes will not be material.
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Year 2000 costs are difficult to estimate accurately because of unanticipated vendor delays, technical
difficulties, the impact of tests of outside entities’ systems, and similar events. Although management believes that its
estimates are reasonable, there can be no assurance that the actual costs of implementing the Plan will not differ
materially from the estimated costs or that the Company will not be materially adversely affected by Year 2000
issues. Furthermore, the estimated costs of implementing the Plan do not consider the costs, if any, that might be
incurred as a result of Year 2000-related failures that occur despite the Company's implementation of the Plan.

Year 2000 Risk Factors

Between now and the year 2000 there will be increased competition for people with the technical and
managerial skills necessary to deal with the Year 2000 problem. The Company believes it employs an adequate
number personnel skilled in dealing with the Year 2000 problem and has retained outside consultants who bring
additional skilled people to deal with the Year 2000 problem as it affects the Company. Nevertheless, the Company
- could face shortages of skilled personnel or other resources, such as Year 2000 compliant computer chips. These
sbortages might delay or otherwise impair the Company's ebility to assure that its critical systems are Year 2000
compliant. Outside entities could face similar problems that could materially affect the Company. The Company
believes that the passible impact of the shortage of skilled people and resources is not, and will not be, unique to the
Company.

The Company believes that its critical systems will be Year 2000 compliant before January 1, 2000. However,
there is no assurance that the Plan will succeed in accomplishing its purposes and unforeseen circumstances may
arise during implementation of the Plan that would materially and adversely affect the Company.

The Company is taking reasonable steps to identify, assess, and, where appropriate, replace devices that contain
embedded chips. Despite these reasonable efforts, the Company may not be able 1o find and remediate all embedded
chips in all of the Company’s systems. Further, outside entities on which the Company depends also may not be able
to find and remediate all embedded chips in their systems. Some chips that are not Year 2000 compliant may create
system disruptions or failures, which may, in turn, cause disruptions or failures in other systems. These cascading
problems could impzir the Company's ability to serve its customers and otherwise fulfill contractual and legal

obligations. The Company believes that the possible adverse impact of the embedded chip problem is not, and will
not be, unique to the Company.

The Company cannot ensure that suppliers upon which it depends for essential supplies and services will convert
and test their eritical systems and processes in 8 timely manner. Failure or delay by all or some of these entities,
including federal, state, or loca] governments, to make their systems and processes Year 2000 compliant could create
substantial disruptions having a material adverse effect on the Company's operations.

In a recent Securities and Exchange Commission release regarding Year 2000 disclosure, the Securities and
Exchange Commission stated that public companies must disclose the most reasonably likely worst case Year 2000
scenario. Although it is not possible to assess the likelihood of any of the following events, each must be included in
a consideration of worst case scenarios: widespread failure of electrical, gas, and similar supplies serving the
Company; widespread disruption of the services provided by common communications carriers; similar disruption to
the means and modes of transportation for the Company and its employees, contractors, suppliers, and customers;
significant disruption to the Company's ability to gain access to, and remain working in, office buildings and other
facilities; the failure of substantial numbers of the Company's critical computer hardware and software systems,
including both internal business systems and systems controlling operational facilities such as electrical generation,
transmission, and distribution systems; and the failure of outside entities’ systems, including systems related to
banking and finance. Among other things, the Company could face substantial claims by customers or loss of
revenue due to service interruptions, inability to fulfill contractual obligations or to bill customers accurately and on
& timely basis, end increased expenses associated with litigation, stabilization of operations following critical system
failures, and the execution of contingency plans. The Company could also experience an inability by customers and
others to pay, on & timely basis or at all, obligations owed to the Company. Under these circumstances, the adverse
effects on the Company would be material, although not quantifiable at this time. Further, the cumulative effect of
these failures could have 2 substantial adverse effect on the economy, domestically and internationally. The adverse

Nextdq10g - 16




effect on the Company from 2 domestic or global recession or depression also could be material, although not
quantifiable at this time.

The Company will continue to monitor business conditions to assess and quantify material adverse effects, if
any, that may result from the Year 2000 problem.

Contingency Plans

As part of the Plan, the Company is developing contingency plans that dea] with two aspects of the Year 2000
problem: 1) that the Company, despite its good faith and reasonable efforts, may not have satisfactorily addressed the
Year 2000 problem with respect to its eritical internal systems and 2) that outside entities’ systems may not be Year
2000 ready. The Company’s contingency plans will be designed to minimize the disruptions or other adverse effects
resulting from Year 2000 incompatibilities with respect to critical functions or systems.

The Company's contingency plans will contemplate an assessment of all its critical intemnal information
technology systems and its internal operational systems that use computer-based controls. In addition, the Company
will assess any critica] disruptions due to Year 2000-related failures that are external to the Company. These
processes will begin January 1, 2000, and will continue as long as circumstances require.

The Company’s contingency plans will include the creation of teams that will be prepared to respond
immediately and as necessary to critical Year 2000 problems as soon as they become known. The composition of

teams that are assigned to deal with such problems will vary according to the nature, significance, and location of the
problem.

INFORMATION REGARDING FORWARD LOOKING STATEMENTS

The statements contained in this report and in associated prior filings by the Company with the Securities and
Exchange Commission which are not historical facts are “forward-looking statements” (as such term is defined in the
Private Securities Litigation Reform Act of 1995), which can be identified by the use of forward-looking
terminology such as “believes”, “expects”, “may”, “will”, “should”, or “anticipates” or the negative thereof or other
variations thereon or comparable terminology, or by discussions of strategy that involve risks and uncertainties. Such
forward-looking statements include, but are not limited to: the Company's plans to build, acquire or develop
networks and offer services in new areas, expand its current networks and explore the 2cquisition or licensing of
additional enhanced communications services and other telecommunications service providers (and the effects of
such efforts); the Company's development of a national strategy for end-to-end communications services; the
Company's presence in the marketplace and its ability to provide & single source solution for the telecommunications
needs of its customers; the Company's anticipated development of and entry into new markets and market expansion
(and timing thereof); its expected number of addressable business lines in markets where the Company operates and
by the end of 2000; its plans to launch service in various cities; its plans to instal] additional switches by the end of
1998, its expectation regarding incremental revenues, incremental operating expenses and contributions to cash flow;
the Company’s belief regarding its financial performance and taffic flow over its networks, its expectations
regarding revenue from access lines as 2 percentage of total revenues; increases in interest expense in future periods;
its requirements for capital investment; its use of proceeds from various financings; its anticipated capital
expenditures; its intentions regarding LMDS technology; matters related to the nationa! network being constructed
by Level 3, including network specifications, INTERNEXT s interest therein, the delivery of segments thereunder,
and the cost thereof and the timing of payments for the network; the participation by other entities (including Nextel)
in centzin joint ventures and financial matters related thereto, and other statements contained herein regarding
matters that are not historical facts. Management wishes to caution the reader that these forward-looking statements
are only predictions. These statements are based on a number of assumptions that ultimately could prove inaccurate
and, therefore, no assurance can be given that the future results will be echieved. Actual events or results may differ
materially as 2 result of a number of factors, including those identificd in the Company's annual report on Form 10-
KSB (File No. 333-04603). Factors that could effect performance include: the level of the Company's future
negative cash flows and operating losses incurred by the Company until it establishes an adequate revenue base and
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generates substantial revenues from the provision of switched local and long distance services; successfully
generating or raising on terms that the Company will consider acceptable sufficient capital to accommodate planned
future expansion and expenditures; continued attraction and retention of qualified managerial, professional and
technical personne!; timely installation of the required switches, fiber optic cable and associated electronics
necessary to provide switched local service in 2 manner that will permit the resolution of technical problems;
successfully negotiating new and, to the extent necessary, rencgotiating existing interconnection agreements;
successfully developing effective systems relating to ordering, provisioning and billing for telecommunications
services; successfully offering, marketing and selling switched local services and other enhanced products and
services in all of the Company’s networks as quickly as practicable; sufficient access to the ILEC's networks and
adequate cooperation thereffom to connect new customers 1o the Company's network on a timely basis; jdentifying,
financing and completing suitable acquisitions; maintaining existing, and obtaining and maintaining new, franchises,
permits and rights-of-way and any required governmenta! authorizations, franchises and permits on a timely basis;
cormpetition from incumbent providers and new entrants; the nature of regulatory, legislative and judicial
developments; rapid and significant changes in technology; and risks related to the Company’s nationa)l network and
LMDS strategies. These are representative of factors that could affect the outcome of the forward-looking
statements. In addition, such statements could be affected by general industry and market conditions and economic
conditions including interest rate fluctuations. ;

NEW ACCOUNTING STANDARD

In April 1998, the AICPA released Statement of Position 98-S, “Reporting on the Costs of Start-Up Activities”
(SOP 98-5). The new standard reguires that all entities expense costs of start-up activities as those costs are incurred.
SOP 98-5 defines “start-up costs” as those costs directly related to pre-operating, pre-opening, and organization
activities. This standard must be adopted in fiscal years beginning after December 15, 1998. The adoption of SOP
98-5 will not have a material impact the Company's financial position.
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PARTIL OTHER INFORMATION

Item 1. Lepal Proceedings

The Company is not currently a party to any legal proceedings, other than regulatory and
other proceedings that are in the normal course of its business.

Item 2. Changes in Securities and Use of Proceeds

The Company filed a registration statement on Form S-1 (File No. 333-32001) which
became effective on September 26, 1997, whereby 15,200,000 shares of Class A common
stock, $.02 par value per share, were sold in an initial public offering (IPO) at a price of $17
per share. Of the 15,200,000 shares of Class A common stock sold, 12,000,000 were sold
by the Company and 3,200,000 were sold by a selling shareholder. The Company did not
receive any of the proceeds from the sale of shares by the selling shareholder. In addition,
the underwriters of the IPO, led by Salomon Brothers Inc, exercised an option to purchase
2,280,000 additional shares of Class A common stock at the same price per share. Net
proceeds to the Company from the initial public offering totaled approximately $226.8
million, after deducting underwriting discounts, advisory fees and expenses aggregating
approximately $16.0 million. The Company intends to use substantially all of the net
proceeds from the initial public offering for expenditures relating to the expansion of
existing networks and services, the development and acquisition of new nerworks and
services and the funding of operating losses and working capital. None of the proceeds from
this offering had been used as of September 30, 1998.

The Company filed a registration statement on Form S-1 (File No. 333-32003) which
became effective on September 26, 1997, whereby the Company sold $400.0 million
aggregate principal amount of 9 5/8% Senior Notes. The offering was led by Salomon
Brothers Inc. Net proceeds from the sale of the 9 5/8% Senior Notes totaled approximately
$388.5 million, afier deducting issuance costs aggregating approximately $11.5 million,
relating to underwriting discounts, advisory fees and expenses. The use of proceeds from
the debt offering is expected to be substantially the same as the Company's initial public
offering. Approximately $345.8 million of the proceeds from this offering had been used as
of September 30, 1998, $209.1 million of which was used for the purchase of property and
equipment, $20.5 million for the network lease agreement entered into in February 1998,
and the remainder was used to fund the Company’s operations and working capital

requirements.

Item 3. Defaults Upon Senior Securities
None.

lem4.  Submission of Matters to a Vote of Security Holders
None.

Itemn S. Other Information

None.
Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits
3.1 Certificate of Incorporation of NEXTLINK Communications, Inc. (1)
3.2 By-laws of NEXTLINK Communications, Inc. 1))
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OTHER INFORMATION

3.3
34
4.1
4.2
4.3

4.4

4.5

4.6

4.7

4.8

4.9

4.10

4.11

4.12

Articles of Incorporation of NEXTLINK Capital, Inc. (2)
By-laws of NEXTLINK Capital, Inc. (2)

Form of Exchange Note Indenture, by and among NEXTLINK Communications,
Inc. and United States Trust Company of New York, as Trustee, relating to the
Exchange Notes, including form of Exchange Notes. (3)

Certificate of Designations of the Powers, Preferences and Relative,
Participating, Optional and Other Special Rights of 14% Senior Exchangeable
Redeemable Preferred Shares and Qualifications, Limitations and Restrictions
Thereof. (1)

Form of stock certificate of 14% Senior Exchangeable Redeemable Preferred
Shares. (3)

Indenture, dated as of April 25, 1996, by and emong NEXTLINK
Communications, Inc., NEXTLINK Cepital, Inc. and United States Trust
Company of New York, as Trustee, relating to 12%4% Senior Notes due April 15,
2006, including form of global note. (2)

First Supplemental Indenture, dated as of January 31, 1997, by and among
NEXTLINK Communications, Inc., NEXTLINK Communications, L.L.C.,
NEXTLINK Capital and United States Trust Company of New York, as Trustee.
(3)

Form of Indenture between United States Trust Company, as Trustee and
NEXTLINK Communications, Inc., relating to the 9 5/8% Senior Notes due
2007. (4)

Indenture, dated March 3, 1998, between United States Trust Company, as
Trustee and NEXTLINK Communications, Inc., relating to the 9% Senior Notes
due 2008. (5)

Centificate of Designations of the Powers, Preferences and Relative,
Participating, Optional and Other Special Rights of 6%4% Cumulative
Convertible Preferred Stock and Qualifications, Limitations and Restrictions
Thereof. (1)

Indenture, dated April 1, 1998, between United States Trust Company, as
Trustee and NEXTLINK Communications, Inc. relating to the 9.45% Senior
Discount Notes due 2008. (6)

Second Supplemental Indenture, dated June 3, 1998, amending Indenture dated
April 25, 1996, by and among NEXTLINK Communications, Inc.,, NEXTLINK
Capital, Inc. and United States Trust Company of New York, as Trustee. (1)

First Supplemental Indenture, dated June 3, 1998, amending Indenture dated
September 25, 1997, by and between NEXTLINK Communications, Inc. and
United States Trust Company of New York, as Trustee. (1)

First Supplemental Indenture, dated June 3, 1998, aemending Indenture dated
March 3, 1998, by and berween NEXTLINK Communications, Inc. and United
States Trust Company of New York, as Trustee. (1)
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OTHER INFORMATION

4.13 Cost Sharing and IRU Agreement dated July 18,1998, between Level 3
Communications, LLC and INTERNEXT LLC. ()

10.1 Stock Option Plan of NEXTLINK Communications, Inc., as amended. n
10.2 Employee Stock Purchase Plan of NEXTLINK Communications, Inc. (1)

10.3 Registration Rights Agreement dated as of January 1S5, 1997, between the
predecessor of NEXTLINK Communications, Inc. and the signatories listed
therein. (3)

10.4 Preferred Exchange and Registration Rights Agreement, dated as of January 31,
1997, by and among the predecessor of NEXTLINK Communications, Inc. and
the Initial Purchasers. (3)

10.5 Fiber Lease and Innerduct Use Agﬁemcm, dated as of February 23, 1998, by
and between NEXTLINK Communications, Inc. and Metromedia Fiber
Network, Inc. (5)

10.6 Amendment No. | to Fiber Lease and Innerduct Use Agreement, dated as of
March 4, 1998, by and between NEXTLINK Communications, Inc. and
Metromedia Fiber Network, Inc. (5)

10.7 Guaranty Agreement, dated July 18, 1998, between NEXTLINK
Communications, Inc. and Leve] 3 Communications, LLC.

10.8 Cost Sharing and IRU Agreement, dated July 18, 1998, between Level 3
Communications, LLC and INTERNEXT LLC. )

27 Financial Data Schedule

(1) Incorporated herein by reference to the exhibit filed with the Registration Statement on
Form S<4 of NEXTLINK Communications, Inc. and NEXTLINK Capital, Inc.
(Commission File No. 333-53975).

(2) Incorporated herein by reference 1o the exhibit filed with the Registration Statement on
Form S-4 of NEXTLINK Communications, L.L.C. (the predecessor of NEXTLINK
Communications, Inc.) and NEXTLINK Capital, Inc. (Commission File No. 3334603).

(3) Incorporated berein by reference to the exhibit filed with the Annual Report on Form
10-KSB for the year ended December 31, 1996 of NEXTLINK Communications, Inc.
and NEXTLINK Capital, Inc. (Commission File Nos. 333-04603 and 333-04603-01).

(4) Incorporated herein by reference to the exhibit filed with the Registration Statement on
Form S-1 of NEXTLINK Communications, Inc. (Commission File No. 333-32003).

(5) Incorporated herein by reference to the exhibit filed with the Annual Report on Form
10-KSB for the year ended December 31, 1997 of NEXTLINK Communications, Inc.
and NEXTLINK Capita, Inc. (Commission File Nos. 333-04603 and 333-04603-01).

(6) Incorporated herein by reference to the exhibit filed with the quarterly report on Form
10-Q for the quarterly period ended March 31, 1998 of NEXTLINK Communications,
Inc. and NEXTLINK Capital, Inc. (Commission File No. 000-22939).

(7) Portions of this exhibit were omitted and filed separately with the Secretary of the
Commission pursuant to NEXTLINK Communications, Inc.'s Application Requesting
Confidential Treatment under Rule 24(b)-2 of the Securities Exchange Act of 1934,




PART 1L OTHER INFORMATION

(b) Reports on Form 8-K

Current report on Form 8-K, filed July 20, 1998, regarding the
announcement by James Voelker of his resignation as President and a
director of the Company and the appointment of George Tronsrue as
President of the Company.

Current report on Form 8-K, filed July 22, 1998, regarding INTERNEXT
LL.C, of which each of the Company and Eagle River Investments
L.L.C. beneficially owns & one-half interest, entering into 2 Cost Sharing
and IRU Agreement with Level 3 Communications, LLC.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrants have duly caused this report to be signed
on their behalf by the undersigned thereunto duly authorized.

NEXTLINK Communications, Inc.

Date: November 16, 1998 By: /s/ Kathleen H. Iskra
Kathleen H. Iskra
Vice President, Chief Financial Officer and
Treasurer
(Principal financial and accounting officer)

NEXTLINK Capital, Inc.

Date: November 16, 1998 By: /s/ Kathleen H. Iskra
Kathleen H. Iskra
Vice President, Chief Financial Officer and
Treasurer
(Principal financial and accounting officer)
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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-KSB

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 1997
Commission File Nos. 333-04603 and 333-04603-01

NEXTLINK COMMUNICATIONS, INC.

A Washington Corporation LR.S. Employer No. 91-1738221
NEXTLINK CAPITAL, INC.
A Washington Corporation LR.S. Emplover No. 91-1716062

155 108th Avenue, N.E., 8th Floor, Bellevue, \\'ashington 98004
Telephone Number (425) 519-8900

Securities registered pursuant to Section 12(b) of the Act:
NONE
Sccurities registered pursuant to Section 12(g) of the Act:
Class A Common Stock, Par Value $0.0227

Indicate by check mark whether the Issuers (1) have filed all reports required 10 be filed by Section 13 or
15(d) of the Sezurities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that
the Registrants were required 10 file such reports). and (2) have been subject 1o such filing requirements for
the pasi 90 cdavs. Yes & No O

Indicate by check mark if disclosure of delingquent filers pursuant to ltem 405 of Registration S-B is not
cemtained herein, 2nd will not be contained. 10 the best of Registrants® knowledge, in definitive Proxy or
information statements incorporated by reference in Part 111 of this Form 10-KSB or any amendment to this
Form 10-KSB. O

The Issuers’ revenues for its most recent fiscal vear were $57,579,000.

The aggregate market value of the Class A and Class B Common Stock held by non-affiliates of the
Issuers, based upon the closing sale price of the Common Stock on March 6, 1998 as reported on the
NASDAQ National Market Svstem, was approximately $706,098,643. Shares of Class A and Class B
Common Stock held by each executive officer and director and by each person who owns 5% or more of the
outstanding Class A and Class B Common Stock have been excluded in that such persons may be deemed to
be affiliates. This determination of affiliate status is not necessarily 2 conclusive determination for other
purposes.

As of March 6, 1998, the number of outstanding shares of NEXTLINK Communications, Inc.'s Class A
Common Stock was 19,249,940 and Class B Common Stock was 34,247,644 NEXTLINK Capital, Inc. had
outstanding 1,000 shares of Common Stock, par value $0.01 per share.

NEXTLINK Capital, Inc. (*“NEXTLINK Capital” and together with the Company.vthc “Issuers™)

meets the conditions set forth in General Instruction G(1)(2) and (b) of Form 10-KSB and is therefore filing
this form with the reduced disclosure format.
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NEXTLINK Communications, Inc.
NEXTLINK Capital, Inc.

PART 1

Item 1. Description of Business

Capitalized terms used herein which are not otherwise defined have the respective meanings ascribed 1o
them in the Glossary, beginning on page 189.

Overview

NEXTLINK Communications, Inc. (“NEXTLINK"” or the “Company™) was founded in 1994 by
Craig O. McCauw, its largest and controlling shareholder, 10 provide local facilities-based 1elecommunications
services 1o its targeted customer base of small and medium-sized businesses. In July 1996, NEXTLINK
became one of the first competitive local exchange carriers (“CLECs") in the United States to provide
facilities-based switched local services under the Telecommunications Act of 1996 (1the “Telecom Act™),
which opened the entire local exchange market 10 competition. In each of the markets it serves, NEXTLINK
seeks to become 2 principal competitor to the incumbent Jocal exchenge carrier (“ILEC”) for its targeted
customers by providing an integrated package of high quality local, long distance and enhznced telecommuni-
catiens services at competitive prices. In Octeber 1997, the Company completed an initial public offering of
shares of i1s Class A Common Stock.

The marke: porential for competitive 1elecommunications services is large and growing. Industry sources
estimaie that in 1996 the 10wl revenuves from local and long distance telecommunications services were
approximately S183 billion. ‘of which approximately $101 billion were derived from local exchange services
anc zpproximately $82 billion from long distance services. Based upon FCC information, aggregate revenues
for locz! and long distance services grew at 2 compounded annual rate of approximately 5.5% between 1991
and 1996. The Telecom Act, the FCC's issuance of rules for competition and pro-competitive policies
developed by state regulatory commissions, has created opportunities for new entrants, including the
Company. 10 carture 2 portion of the ILEC's dominant. and historically monopoly controlled, market share of
local services. The development of switched local services competition, however, is in its early stages, and the
Cempany believes that CLECs currently serve fewer than 3% of the totz] business lines in the United States.

The Cempany’s targeted customer base within the national telecommunications market is small to
medium-sized businesses. generaily those businesses with fewer than 50 access lines. Based on consultants’
reperts. the Company estimates that as of year end 1996, there were z2pproximately 170 million access lines
nationwide, inzluding 2pproximately 53 million business lines.

The Company develops and operates high capacity, fiber optic networks with broad market coverage in a
growing number of markets across the United States. In its switched local service markets, the Company
offers its cusiomers a bundied package of local and long distance services and also offers dedicated
transmission and competitive access services 1o long distance carriers and end users. In addition, NEXTLINK
offers several non-network-based enhanced communications services to customers nationwide, including a
variety of inleractive voice response (“IVR™) products.

The Company currently operates 16 facilities-based networks providing switched local and long distance
services in 26 markets in eight states. The Company anticipates developing additional new markets during
1998 which, together with its existing markets, are expected 1o have a total of approximately 15 million
addressable business lines by the end of 1998. The Company's goal is 10 add or expand markets to increase its

addressable business lines for markets in service or under development to approximately 21 million by the end
of 1999.



The Company's goal of targeting 15 million sddressable business lines by year end 1998 represents o 36%
increase over the Company's previous objective. The Company has increased its line largets based principally
on three factors: initial success in establishing networks and launching services in major metropolitan markets
in Los Angeles, Chicago and Philadelphia; the Company's significant growth in the sale and installation of
access lines throughout all markets; and the Company’s review of several potential target markets, which
underlined the significant market opportunities available 1o NEXTLINK in those markets.

NEXTLINK is pursuing its targeted customer base in markets of all sizes. In larger markets, the
Company has operational networks in Los Angeles. Chicago and Philadelphia, and networks under develop-
ment in New York City, the San Francisco Bay Area and Atlanta. The Company also has operationa)
networks in medium-sized markets such as Las Vegas and Nashville as well as smalier markets that have been
clustered in Orange County, California and central Pennsylvania. The Company will enter large markets on a
stand-alone basis where it is economically attractive 10 do so and where competitive and other market factors
warrant such entry. The Company also considers pursuing smaller markets where it can extend or cluster an
existing network with relatively little incremental capital. The Company anticipates that the addressable
business lines in the larger markets that it is currently operating and developing will represent the majority of
the Company’s addressable business lines by year end 1998 and 1999,

NEXTLINK has experienced significant growth in its customer base. NEXTLINK's customer access
lines in service have increased from 8.51] access lines at December 31, 1996 10 50,131 access lines at
December 31, 1997. This growth is attributable 10 both new network launches as well as significant increases
in growth rates in those markets where the Company launched service in 1996. For markets launched in 1996,
the Company has increased its access lines in service by 248%, from 8.511 10 29.591 a1 December 31, 1996
anc 1997, respectively, representing 31% of the Company's overall increase in access lines in service over the
respective periods. The Company has also improved the quarierly rate of access line installations from 1.604 in
the fourth cuarter of 1996 10 19.187 in the fourth quarier of 1997. Approximately 32% of the increase in total
quarierly installations was driven by an increase in quarterly installations in those markets Liunched in 1996,
where insizliations increased from 1.604 in the fourth quarier 1996 10 7.293 in the fourth quarter ol 1997,

NEXTLINK believes that 2 eritica) factor in the successful implementation of its strategy is the gquality
of its management team and their extensive experience in the telecommunications industry. The Company has
buili 2 munzgement team that it believes is well suited 1o challenge the dominance of the ILECs in the local
exchunge market. Craig O. McCaw. the Company’s founder and largest and controlling shareholder,
Steven W. Hooper, the Company’s Chairman of the Board, Wayne M. Pern, the Company’'s Vice Chairman
and Chiel Executive Officer. James F. Voelker. the Company’s President, and George M. Tronsrue 111, the
Company’s Chief Operating Ofcer. each has 15 or more years of experience in leading companies in
competitive sezments of the telecommunications industny. In addition, the presidents of the Company’s
operating subsidiaries and the Company’s senior officers have ar average of 14 years of experience in the
telecomimunications industn. Mr. Hooper and Mr. Perrv were members of the Senior management team at
MecCaw Celluler Communications. Inc. ("McCaw Cellular™) during the years in which it became the nation’s
largest cellular telephone company. Following McCaw Cellular's sale 10 AT&T Corp. in 1994, Messrs. Perry
and Hooper were Vice Chzirman and Chief Executive Officer, respectively. of AT&T Wireless Services. Inc.

Market Opportunity

Prior 10 1984, AT&T Corp. (“AT&T") dominated both the local exchange and long distance
marketplace by owning the operating entities that provided both local exchange and long distunce services 1o
most of the U.S. population. While long distance competition began to emerge in the late 1970s, the critical
event triggering the growth of long distance competition was the breakup of AT&T and the separation of its
local and Jong distance businesses as mandated by the Modified Final Judgment relating 1o the breakup of
AT&T (the “MFJ"). To foster competition in the long distance market, the MFJ prohibited AT&T's divested

local exchange businesses. the Regional Bell Operating Companies (“RBOCs"). from acting as a2 single
source provider of telecommunications services.
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The Company believes that a similarly critical event occurred in 1996 with the passage of the Telecom
Act. In most locations throughout the United States, the ILEC has operated with a virtual monopoly over the
provision of most local exchange services. However, just as competition slowly emerged in the long distance
business prior 10 the MFJ. competitive opportunities also have slowly emerged over the last 10 years ai the
local level.

Industry sources estimate that in 1996 the total revenues from local and long distance telecommunica-
tions services were approximately $183 billion, of which approximately $101 billion were derived from local
exchange services and approximately $82 billion from interLATA long distance services. Based upon FCC
information. aggregate revenues for local and long distance services grew at a compounded annual rate of
approximately 5.5% between 1991 and 1996. Although the MFJ relating to the breakup of AT&T established
the preconditions for competition in the market for long distance services in 1984, the market for local
exchange services has been, until recently, virtually closed to competition and has largely been dominated by
regulated monopolies. Efforts to open the local exchange market began in the Jate 1980s on a state-by-state
basis when competitive access providers (“CAPs”) began offering dedicated private line transmission and
special access services. These types of services 1ogether currently account for approximately 12% of the total
local exchange revenues. CAPs were restricted, often by state laws, from providing the other, more frequently

used services such as basic and switched services, which today account for approximately 88% of local
exchange revenues.

The Telecom Act and the FCC's issuance of rules for competition, particularly those requiring the
interconnection of 21l networks and the interchange of traffic among the ILECs and the CLECs, as well as
pro-competitive policies already developed by state regulatory commissions, have caused fundamental changes
in the structure of the local exchange markets. Although a recent decision by the United States Count of
Arpeals for the Eighth Circuit substantially limits the FCC’s jurisdiction and expands the state regulators
jurisdiction 1o szt and enforce rules governing the development of local competition, most states have already

begun 1o establish rules for Jocal competition that are consistent with the FCC rules overiurned by the Eighth
Circuit. See "— Regulatory Overview.”

These dzvelepments create opportunities for new entrants offering loca) exchange services to capture a
porticn of the ILEC's dominant, and historically monopoly controlled. market share of local services. The
development of switched local services competition, however, is in its early stages and the Company believes
that CLECs currenty serve fewer than 5% of the total business lines in the United States.

NEXTLINK believes that the provisions of the Telecom Act requiring the ILECs 10 cooperate on a
techrical leve! with competitors are as significant as the Telecom Act's provisions eliminating state laws
barring compztitors from entering the local exchange services market. Under the Telecom Act the FCC and
state rezulators are required 1o ensure that ILECs implement:

» Interconnection — provides competitors the right to connect to the 1LECs’ networks at any techni-
cally feasible point 2nd 1o obtzin access 10 its rights-of-way;

Unburndling of the Local Network — allows competitors 1o purchase and utilize components of the
ILECs network selectively;

* Reciprocal Compensation — establishes the framework for pricing between the CLEC and the ILEC
for use of each other's networks; and

Number Portability — allows JLEC customers to retain their current telephone numbers when they
switch to a CLEC.

In addition, the Telecom Act provides that ILECs that are subsidiaries of RBOCs cannot combine in-
region, long distance services across local access and transport areas ("LATAs") with the local services they
ofier until they have demonstrated that they have complied with certain regulatory requirements relating to
local competition. See “— Regulatory Overview." One federal district court has ruled that the Telecom Act's
restrictions on RBOC long distance entry are unconstitutional. This decision has been stayed pending zppeal.
See " — Federal legislation.™ The Company believes it will have an opportunity to gain market share in
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certain markets by combining local and long distance services in a single offering 1o its customers before that
market’s ILEC, if it is a subsidiary of 2 RBOC, is permitted 1o do so.

Business Strategy

The Company has built an end user-focused, locally oriented organization dedicated 1o providing
switched local and long distance telephone service at competitive prices to small and medium-sized
businesses. The key components of the Company’s strategy to become a leading provider of competitive
telecommunications services and to maximize penetration of its targeted customer base are:

Provide Integrated Telecommunications Services 1o Small and Medium-Sized Businesses. The
Company primarily focuses its sales efforts for switched Jocal and Jong distance services on small and
medium-sized businesses and professional groups, those businesses having fewer than 50 business lines.
The Company’s market research indicates that these customers prefer a single source for all of their
telecommunications requirements, including products, billing, installation, maintenance and customer
service. The Company has chosen 1o focus on this scgment based on its expectations that higher gross
margins will generally be available on services provided to these customers as compared with larger
business, and that ILECs may be less likely to apply significant resources towards retaining these
customers. The Company expects 10 attract and retain these customers through a direct sales effort by
offering: (i) bundled Jocal 2nd long distance services, as well as the Company's enhance communications
services; (ii) up to 2 10% 10 15% discount 1o comparable pricing by the ILEC as wel] as promotional
Ciscounts, depending on the individual market: and (ili) responsive customer service and account
management provided on a local level.

Foster Decentralized Local Management and Conirol. The Company believes that its success is
erhanced by building locully based management teams that are responsible for the Company’s success in
each of their operational markets. The Company has recruited experienced entreprencurs and industry
executives as presidents of each of the Company's operating subsidiaries. many of whem have previously
built and led their own start-up telecommunications businesses. The local presidents and their teams are
charged with achieving growth objectives in their respective markets and have decision making authority
in key operating areas. including customer care, network growth and building connectivity, and managing
1he relationship and provisioning efforts with the ILEC. The Company has established an incentive based
compensation policy for these management teams that is based upon the achievement of targeted growth
and operational objectives. The Company believes that this Joca) management focus will provide a critical
compelitive edge in cusiomer acquisition and retention in each market,

Furilier Develop Efieciive Direct Sales and Customer Care Organizations. NEXTLINK is building
2 highly motivated and experienced direct sales force and customer care organization that is designed to
esteblish a direct and personal relationship with its customers. The Company has expanded its sales force
from 9¢ szlespeople at year end 1996 10 223 salespeople at December 31, 1997. The Company expects 1o
further increase its sales force 10 a2pproximately 350 salespeople by year end 1998. Salespeople are given
incentives through a commission structure that targets 40% of a salesperson’s compensation to be based
on performance. To ensure customer satisfaction, each customer will have a single point of contact for
customer care who is responsible for solving problems and responding to customer inquiries. The
Company has expanded its customer care organization from 36 customer care employees at year end
1996 10 162 customer care employees at December 31,1997. The Company expects to further increase its
customer care organization o approximately 275 cusiomer care employees by year end 1998,

Continuously Improve Provisioning Processes 1o Accelerate Revenue Growih. The Company be-
lieves that a significant ongoing challenge for CLECs will be to continuously improve provisioning
systems, which include the complex process of transitioning ILEC customers to the Company’s network.
Accordingly, the Company will continue to identify and focus, as a key competitive stratezy, on
implementing best provisioning practices in each of its markets that will provide for rapid and seamless
transitions of customers from the ILEC 1o the Company. To support the provisioning of its services, the
Company has begun the long-term development and implementation of a comprehensive information
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technology platform geared toward delivering information and automated ordering and provisioning
capability directly to the end user as well as to the Company’s internal staff. The Company believes that
these practices and its comprehensive information technology platform, as developed. will provide the
Company with a long-term competitive advantage and allow it 10 more rapidly implement switched local
services in its markets and 1o shorten the time between the receipt of a customer order and the generation
of revenues. The Company's improving capacity to provision access lines to its networks is refiected in the
number of access lines instalied per business day. For those markets in which the Company has offered
switched local services since 1996, the rate increased from 44 installations per business day in the first
quarter of 1997 to 309 per business day in the fourth quarier of 1997

Develop High Capacity Fiber Optic Networks with Broad Market Coverage. NEXTLINK designs .
its networks with a long-term view focusing on three key elements. First, the Company designs and builds
its networks 10 provide extensive coverage of those areas where the density of business lines is highest and
to enable the Company to provide direct connections to a high percentage of nearby commercial buildings
and ILEC central offices situated near the network. Over time, this broad coverage is expected 1o result in
a higher proportion of traffic that is both originated and terminated on the Company’s networks, which
should provide higher long-term operating margins. In addition, the Company is participating in the
FCC's Local Muliipoint Distribution Service (*"LMDS"™) auction which, depending on the bidding and
deployment costs, may offer an cconomically efficient means to supplement the Company’s fiber network
build-out in some localities. Furthermore, a wireless local loop aliernative may create competitive
pressure on high unbundied loop costs in certain areas. Second, the Company constructs high capacity
networks that utilize large fiber bundles capable of carrying high volumes of voice, data, video and
Internet truffic as well as other high bandwidth services. This strategy should reduce potential “overbuild™
cosis anc provice udded neiwork capacity as the Company adds high bandwidth services in the future. In
Atlanta. Chicego. New York and Newark. New Jersey. the Company will utilize leased dark fiber and
fiber capaciny 10 launch facilities-based services and begin building a customer base in advance of
cempleting construction of its own fiber optic network in these markets. Third. the Company employs a
uniform technology platform based on Norte) DMS 500 switches. associated distribution technology and
cther common transmission tecknologies enabiing the Company to (i) deploy features and functions
guickly in all of its networks, (ii) expand switching capacity in a cost effective manner and (iii) Jower
maintenence costs through reduced training and spare parts requirements. The Company currently has 12
operationz! Nertel DMS 300 switches, including one installed switch at the Company’s 1esting and
remvork operations control center ("NEXTLAB™). For economic or strategic reasons. the Company may
in the future elect 1o vlilize other switch vendors and may also acquire and utilize non-Nortel switches in
connection with acquisitions of other companies. The Company plans to install three additional Nortel
DMS 200 switches by June 1998, The Company also utilizes unbundled loops from the ILEC 1o connect
) 'S switch and network 10 end user buildings 2nd is evaluating other aliernatives for building
conmectivity, including wireless connections. for the “last mile™ of transport.

Continue Marke: Expansion. The Company's goal is 10 add markets and market clusters 10 increase
its addressable business lines to approximaiely 15 million by the end of 1998 and 21 miliion by the end of
1999. The Compuny anticipates continued expansion into new geographic areas. including additional
large markets. as opportunities arise either through building new networks. acquiring existing networks or
other telecommunications companies, or acquiring or leasing dark fiber and fiber capacity. NEXTLINK
also believes that its Strategy of operating its networks in clusters (i) offers substantial advantages
including economies of scale in management, marketing, sales and network operations, (ii) enables the
Company 1o capture a greater percentage of regional traffic and to develop regional pricing plans. because
the Company believes that a significant level of traffic terminates within 300 miles of its origination and
(iii) provides opportunities in smaller markets that are too small to develop on a stand-alone basis.

Offer Enhanced Communications Services. NEXTLINK offers customers value-added services
such as the Company's IVR products that are not dependent on the Company's local facilities. The
Company offers its enhanced communications services in all of its markets. as well as in areas of planned



network expansion. The Company believes these services increase its visibility in auracting local
exchange customers when it operates networks in these markets.

The Company’s Telecommunications Senvices

Local and Long Distance Services

The Company commenced the offering of switched local and long distance services in seven markets on
July 4. 1996, and in 18 additional markets in 1997. In February 1998, the Company launched switched local
and long distance services in Chicago, [llinois and expects to commence the offering of switched Jocal and long
distance services in additional markets. including the south San Francisco Bay Area, New York City, Atlanta
and Newark (NJ) areas, during the remainder of 1998. The Company focuses its product offering on basic
telecommunications services, which it believes are the core of local exchange services. Pricing, which is
determined and implemented by the Company’s operating subsidiary in each local market, has been generally
10% 10 15% lower than the pricing for comparable Jocal services from the ILEC and the Company also makes
promotional offering prices available from time to time. The Company's current product offering includes:

* Standard dial tone, including touch tone dialing, 911, and operator assisted calling;

* Multi-trunk services. including direet inward dialing (DID) and direct outward dialing (DOD);
* Long distance service. including 14, 800/88S and opetator services;

* Voice messaging with personalized greetings. send. transfer. reply and remote retrieval capabilities;
and

+ Directony listings and assistance.

Currently, the Compuny offers CAP services in 26 markets. focusing on long distance carriers and the
rrivate line needs of high volume customers. In addition. data services that are currently offered by the
Cempany include Ethernet. TOKEN rings. and Fiber Disiributed Data Interface (FDDI).

The Company’s CAP services. which are used as both primary and back-up circuits, fall into three

fincipal categories: (1) special access circuits that conneet end users to long distance carriers, (2) special

eccess aircuiis that connect long distance carriers' facilities 1o one another and (3) private line circuits that
connect several facilities owned by the same end user.

Enhanced Communications Seivices

NEXNTLINK's IVR platform allows a consumer 1o dial into 2 computer-based system using 2 10ll-free
r.umaber and 2 touch tone phone and, by following a customized menu, to access a variety of information and 10

leave. simuliancously., a profile of the caller behind for use by either NEXTLINK or its clients. Currently,
NEXTLINK provides four types of IVR services:

* LeaveWord — prompts the consumer to leave messages of any length or complexity, ranging from
catalog requests and contest entries to specific product questions and surveys;

s Dealer Locator — helps a consumer 10 locate the nearest dealer of the client's products by instantly

identifying the consumer's area and responding with the names, addresses and phone numbers of the
client’s Jocations within any desired mileage radijus;

* Automaited Order Entry — allows consumers to purchase products using the interactive phone service
24-hours a day, with real-time order and credit card confirmation as well as arranging for delivery of
the new item to the consumer's desired address; and

» Imeractive Call Center — provides the consumer with a menu of selections that include Dealer
Locator, Automated Order Entry and other functions, including receiving a catalog. registering the
warranty of a product, contest entry and an option for callers 10 be forwarded 1o 2 live operator,
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The Company anticipates that it will continue to explore other enhanced communications services
opportunities and may acquire, invest in or establish marketing relationships with additional service providers
in the future that support its overall business and maurketing strategies.

Sales and Customer Care

Overview

The Company utilizes a two-pronged sales strategy in each of its markets, one directed to the sale of local
and long distance services and the other to enhanced communications services. The primary sales efforts in the.
Company's markets are for switched local and long distance services focusing on small and medium-sized
businesses and professional groups with fewer than 50 business lines. The Company's market research
indicates that these customers prefer a single source for all of their telecommunications requirements,
including products, billing, installation, maintenance and customer service. The Company utilizes a direct
sales effort offering combined local and long distance services with prices that are generally at 2 10% to 15%
discount from the ILEC. Providing a combination of local and long distance services provides the Company's
customers a level of convenience that has been generally unavailable since the break-up of AT&T. The
Company is also marketing its enhanced communications services through a separate direct sales force in each
market, which is expected 10 increase the number of customers for all of NEXTLINK's telecommunications
services in that market at a faster rate. In addition, the Company is continuing its sales efforts for traditional
CAP services to long distance carriers and large commercial users.

Sales Force

The Corpany is building a highly motivated and experienced direct sales force and cusiomer care
organization that is designed 10 establish a direct and personal relationship with its customers. The Company
seeks 10 recruit salespeople with strong sales backgrounds. including salespeople from long distance
companies. lelecommunications equipment manufactiurers. network systems integrators and the JLECs. The
Company has expanded its sales force from 9§ salespeople 2t year end 1996 1o 223 salespeople at
December 31,1997, The Compary expects 1o further increase its sales force 1o approximately 350 salespeople
by year end 1998 Sulespeople are given incentives through a commission structure that targets 40% of a
szlesperson’s compensation 1o be based on performance. With respect 1o traditional CAP services, the
Company currenily viilizes a national sales foree 10 establish and expand long distance company access service

sales. Szles efforts for long distance carriers are centralized in order to provide a single point of contact for
these customers.
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The Company anticipates that its enhanced communications service offerings will continue to be sold
across the country by its existing national sales force for these services. The Company has also augmented
these efloris with a separate, 1argeted, lozally based sales force in each of its markets. The Company believes
that this approach 10 each market will provide revenues that are incremenial 10 its local exchange operations.

Customer Care

The Company is augmenting its direct sales approach with superior customer care and support through
locally based customer care representatives. The Company is structuring its customer care organization in
such a manner that each customer will have a single point of contact for customer care who is responsible for
solving problems and responding to customer inquiries. The Company has expanded its customer care
organization from 36 customer care employees at year end 1996 to 162 customer care employees at
December 31, 1997. The Company seeks 1o provide a customer care group that has the ability and resources to
respond 1o and resolve customer problems as they arise. The Company believes that customer care
representatives will be the most efective if they are based in the community in which the Company is offering

services, which placement will allow, among other things, the opportunity for the representatives to visit the
customer’s location.



Network Development

General

In developing its networks, the Company has generally executed a strategy of (i) acquiring fully or
partiaily constructed fiber optic networks and (i1) designing and constructing high capacity fiber optic
networks with broad coverage. The Company has recently entered into leased dark fiber and fiber capacity
arrangements which allow the Company, by installing one or more switches and related electronics, to enter a
market prior to completing construction of a fiber optic network. The Company regularly evaluates markets as
locations for expansion of the Company's current networks and the development of additiona) networks. The
decision to build, acquire or utilize capacity of an existing network is not based on any single factor, but on a
combination of a number of factors including:

* demographic, economic, telecommunications demand and business line characteristics of the market
and the surrounding markets;

* level of capital expenditures relative 1o the number of business lines;

+ ovailability of rights-of-way:

*+ acteal and potential competitors: and

* potential for the Company 10 cluster additional networks in the region.

I pariicular market targeted for development is deemed 1o present an attructive murket opportunity,
the Company determines whether acquisition opporiunities are available. In some cases u large network can be
atguired. ond in other cases a smull existing network can serve as a starting point for market entry. If the
Company decides 1o build 2 new neiwork. or substantially expand a small acquired system. the Company
€esigns o proposed new or expanded network that can connect s large number of businesses. long distance
s points of presence and the ILECs principal central offices in the area to be served, utilizing existing
rights-of-way and/or rights-of-way that the Company will develop. Concurrently, the Company's market

sreispmznt personnel visii the location of the proposed neiwork 1o begin discussions with city officials,
ers of rights-cf-way, potential end users and long distance companies.
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Based on the data developed during these preliminary studies and visits, the Company develops detailed
financiol estimuies of the cosic of constructing a neiwork. including the cost of fiber optic cable, transmission
and other eiectronic equipment. as well as costs related 1o switching. engineering. building entrance
requirermenis and right-of-way acquisitions. If the financial estimates are satisfaciory 10 the Company, the
Company’s market development personnel prepare a detailed business and financial plan for the proposed
networh. including competitive, regulatony and right-of-way analyses. Based upon its review of these analyses,
the Company determines whether 1o proceed. The Company anticipates continuing the expansion of its
nelw orks into new markets utilizing the markes development analysis described above. The Company will seek
to continue to expand its operations in states where it has established one or more networks, by continuing to
construct or acquire networks in adjacent areas 10 leverage its existing networks, switches and telecommunica-

tions equipment. thereby establishing a cost effective and operationally efficient cluster of networks in various
geographic regions.



The Company's Networks

The following table provides information on the markets in which the Company has launched switched
local and long distance services.

Launch Date for

State Market Switched Local Senices
Tennessee ........ Memphis July 1996
Nashville July 1996
Pennsyhania. .. ... Allentown July 1996
Harrisburg July 1996
Lancaster July 1996
Reading July 1996
Philadelphia July 1997
Scranton/Wilkes Barre December 1997
Washingion . ... ... Spokane July 1996
Uah............. Salt Lake City January 1997
Orem/Provo September 1997
Nevada .......... Las Vegas April 1997
Ohio............. Cleveland April 1997
Columbus April 1997
Cclifornia ..... ... Anzheim July 1997
Costa Mesa July 1967
Fullerton July 1997
Garden Grove July 1997
Huntington Beach July 1997
Inglewood July 1997
Irvine July 1697
Long Beach July 1997
Los Angeles July 1997
Orange July 1997
Santa Ana July 1697
Divois .. ... .. Chicago February 1998

Network Architecture

Design

The Cempany builds or 2cquires its own fiber optic networks because it believes that facilities-based full
service telecemmunications companies whose networks are directly connected to their customers will have the
ability 1o respond more guickly to cusiomer needs for capacity and services. Moreover, the Company believes
that facilities-based carners develop a more knowledgeable, cooperative relationship with their customers,

improving their ability to provide new services and other telecommunications solutions. which should result in
higher long-term operating margins.

The Company believes that the future telecommunications market will be an interconnected network of
networks. The Company believes that calls will flow between local networks, with customers selecting their
service provider based on high quality and differentiated products, responsive customer service and price. In
some circumstances, depending in part upon regulatory conditions, the Company will utilize its own network
for one portion of a call and resell the services of another carrier for the remaining portion of a call. In other
instances, both the origination and termination of calls will take place on the Company's networks. The
Company’s networks are designed to maximize connectivity directly with significant numbers of business end

users, and to easily interconnect and provide a least-cost routing flow of traffic between the Company's
network and other networks in the marketplace.



In general, the Company seeks to build wide, expansive networks, rather than a simple core ring in a
downtown metropolitan area. The Company believes that this type of broad coverage of the markets in which
it operates will result in the following advantages:

* an increased number of buildings that can be directly connected to the Compuny's network. which
should maximize the number of businesses to which the Company can offer its services:

* 2 higher volume of 1elecommunications traffic both originating and terminating on the Company’s
network, which should result in improved operating margins;

* the ability to leverage its investment in high capacity switching equipment and electronics: and

* the opportunity for the Company's network to provide backhaul carriage for other telecommunica-
tions service providers such as long distance and wireless carriers.

The Company seeks 1o further utilize this network design to increase the number of buildings and
customers directly connected to its networks. The Company believes that as compared to the extensive use of
unbundled Joops and pursuing a pure resale business strategy, having a direct connection 1o its customers will
provide the Company with the highest long-1erm operating margins, allow the Company to provide greater
feature and quality control as well as offer customer service that is both prompt and effective, because the
network to be serviced is controlied by the Company and not another service provider.

The Company seeks 10 build high capacity networks using 2 backbone density ranging between 72 and
240 strands. A single pair of glass fibers on the Company’s networks can currently transmit 32,236
simultancous voice conversations, whereas a 1vpical pair of copper wires can currently carry a maximum of 24
cigitized simulianeous voice conversations. The Company believes that installing high count fiber strands will
aliow the Company 1o offer a higher volume of voice and broadband services without incurring significant
addiienal consiruction costs.

Consruction

The construction period of a new network varies depending upon the scope of the activities, such as the
ruriber of backbone route miles to be installed. whether the construction is underground or aerial, whether the
conguit is in place or requires construction, the initial number of buildings targeted for connection to the
remwork backbeone and the general configuration for its deployment. Afier installing the network backbone. the
Company evaluates extensions 10 additional buildings and expansions to other areas of a markel. based on
cdeiailed assessments of market potential.

The Company’s network backbones are insialled in conduits that are either owned by the Company or
leasec from third parties. The Company leases conduit or pole space from entities such as utilities, railroads,
long distance carriers, state highway authorities, Joca) governments and transit authorities. These arrange-
ments are generally for multi-year terms with renewal options, and are nonexclusive. The availability of these
aTTZngements is an imporiant part of the Company's evaluztion of 2 market. Cancellation of any of the
Company's material right-of-way agreements could have an adverse effect on the Company's business in that
crz2 2nd could have a material adverse effect on the Company.

Office buildings are connecied primarily by network backbone extensions to one of a number of physical
nings of fiber optic cable, which originate and terminate at the Company’s central node. Alternatively, the
Company may access an end user's location through interconnection with the ILEC's central office. The
Company is also evaluating other alternatives for building connectivity, including wireless connections, for the
“last mile” of transport. Signals are generally sent through 2 network backbone to the central node
simulianeously on both primary and aliernate protection paths. Most buildings served have a discrete
Company presence (referred 10 as a “remote hub™) located in the building. Within each building, Company-
owned internal wiring connects the remote hub to the customer premise. Customer equipment is connscted to
Company-provided electronic equipment generally Jocated in the remote hub, where customer transmissions
are digitized, combined and converted 10 an optical signal. The traffic is then transmitted through the network
backbone 1o the Company's central node where originating traffic is reconfigured for routing to its ultimate
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destination. Afier completion of network construction, the Company employs maintenance and line crews that
are responsible for responding to outages and routine maintenance of the network.

In January 1998, the Compuny and Nextel Communications, Inc. (“Nextel™) formed NEXTBAND
Communications. L.L.C. ("NEXTBAND"), a joint venture which is owned 50% by the Company and 50%
by Nextel. On January 20, 1998, NEXTBAND filed an application with the FCC for which it paid a
$30.0 million refunduble deposit 10 participate in the LMDS auction which began on February 18, 1998. Of
the deposit amount, $25.0 million was contributed by the Company. LMDS is a fixed broadband point-to-
mulipoint service which the FCC and industry analysts anticipate will be used for the deployment of wireless
local loop, high-speed dala transfer and video broadcasting services. Two licenses will be offered in each of
493 BTAs when the auction commences. Although the number of licenses that may be awarded to’
NEXTBAND is limited by the amount of the deposit, NEXTBAND has applied for and is eligible 10 bid on

any of the markets being auctioned for the block A license (1,150 MHz of spectrum) and the block B license
(150 MHz of spectrum).

The Company is exploring LMDS for two reasons. Depending upon the bidding and deployment costs,
LMDS may offer an economically efficient means 1o supplement the Company's fiber network build-out in
some localities. In addition, a wireless local loop alternative may create competitive pressure on high
unbundled loop costs in certain areas. There can be no assurance that NEXTBAND's participation in the
auction will result in the purchase of any LMDS licenses or that LMDS spectrum for wireless connectivity
will provide a cost-effective and efficiently engineered means to conngct to end user locations.

In June 1997, the Company entered into an eight year exclusive agreement, which contains a five year
renewal option. with a company that has excess fiber capacity in each of Atlanta, Chicago, New York and
Newark (NJ). In addition 1o this capacity arrangement. the Company also entered into a 20-vear lease of
capacity over an existing 47-mile fiber network which extends from the Wall Street area north to midiown
Manhattan, In February 1998, the Company entered into an agreement for exclusive rights 10 multiple fibers
and innzrducts for 20 years. with two 10 vear renewals. The route covered by the agreement extends over 6350
rouie mles from NManhatian 10 White Plains (NY), to Stamford (CT), 10 Newark (NJ) and south from
Marhattan through Philadelphia. Wilmington (DE), Baltimore. 2nd 10 Washington (DC). The route will
ofier frequent splice points within meiropolitan areas and splice points at least every 10,000 feet on routes
beiween metrerolitan arens. as well as provide access to ILEC central and tandem switching offices.

Uniform Technology Platform

The Cempany is implementing a consistent technology platform based on the Nortel DMS 500 switch
threzghout its networks. Unlike a traditional long distance or local switch, the Nortel DMS 500 switch will
eruble the Company 1o provide local and long distance services from a single platform. The Company believes
that having 2 siandzrdized switch platforns will enable it 1o (1) deploy features and functions quickly in all of
its networks. (i) expand switch capacity in a cost effective manner and (iii) lower maintenance costs through
reduced training and spare parts requirements. In addition, the scalability and capacity of these switches will
allow the Company to switch calls from more than one market, which enhances the Company's ability to use a
clustered approach 10 the building of its networks. For economic or strategic reasons, the Company may in the

future elect 10 viilize other switch vendors and may also acquire and utilize non-Noriel switches in connection
with acquisitions of other companies.

The Compuany also is establishing a uniform transmission technology utilizing SONET design and
standardized digital access and cross connect systems (“DACCS") and other ancillary transmission
equipment. DACCS provide the ability 1o aggregate and disaggregate capacity along the fiber optic network.

Using DACCS, the capacity of 24 DS-0s can be aggregated 1o form a DS-} and, again through the DACCS,
28 DS-1s can be aggregated to form a DS-3.

The Company's NEXTLAB facility contains a fully functional Nortel DMS $00 switch in a configuration
that simulates the working environment of the Company’s operational switches as well as distribution and
ancillary equipment. Located in Plano, Texas, NEXTLAB operates separate and apan from the Company's
operational switches as a testing facility and will serve as the Company's network operations control center
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(NOCC). NEXTLAB provides the Company with a means to test switch software and service configurations
prior 1o their release on the Company's networks. The Company believes that this process should:
(i} minimize network outages, (ii) save network operating and training costs and (iii) improve levels of
customer service.

Implementation of Local Telecommunications

A company preparing to offer local exchange services not only requires an installed switch, but also must
have numerous network and routing arrangements in place. NEXTLINK has established all of these
arrangements for Pennsylvania, Tennessee, Washington, Utah, Ohio, Nevada, California and Illinois. These
key elements include:

Interconnection. The Company has executed interconnection agreements for all of jts current operating
networks: in Nashville and Memphis, Tennessee, with BellSouth Telecommunications, Inc.; in Harrisburg,
Reading, Lancaster and Allentown, Pennsylvania, with Bell Atlantic-Pennsylvania, Inc.; in New York,
New York with Bell Atlantic-New York, Inc.; in Chicago, Illinois, and in Cleveland and Columbus, Ohio,
with a division of Ameritech; in Spokane, Washington, and Salt Lake City and Provo/Orem, Utah with
U S WEST Communications, Inc.; in Los Angeles, California and the surrounding markets, with Pacific Bell
and GTE Corporation; and in Las Vegas, Nevada, with a division of Sprint. The Company is currently
negotiating with BellSouth for an interconnection agreement 1o cover Atlanta by the end of the third quarter
of 1998. In addition, the Company believes that interconnection arrangements between the 1LECs 2nd other
CLECs or the Company will be in place in other markets that the Company may enter. The Company likely
will initially “piggy-back™ on these other arrangements while pursuing more favorable long-term
arrangements.

The Company's approach to interconnection has been a two-siep process. To accelerate its launch of
wiiched local services. the Company has entered into initial interconnection arrangements that allow for the
mmeciate exchange of Joca) traffic with the ILEC. These arrangements allow the Compuny to commence

vice immediately and then work to optimize its arrangements with the ILEC. The Company's ILEC

Teements zre now being re-negotiated under Sections 251 and 252 of the Telecom Act. The actual operating

iperience gained through the Company's initial interconnection agreements gives the Company critical
knowledge for negotiating longer term arrangements. In some cases, where agreement on a long-term
arrangement cannol be reached, the Company may pursue binding arbitration before the state utility
comrmissions as provided under the Telecom Act. The Company currently has zrbitration proceedings pending
in Pernsylvania and Tennessee with Bell Atlantic and BellSouth, respectively. Negotiations are continuing
with both parties during the pendency of the arbitration proceedings. There can be no assurance, however, that
the Company will be able 10 negotiate longer term relationships on terms and conditions satisfactory 1o the
Company.
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Telcplone Numbers. The Company has been offiered interim number portability arrangements by the
ILEC in cach ofits markets, and the Company also is engaged in industry negotiations 10 establish permanent
number poriability. Number portability arrangements will allow ILEC customers 1o retain their telephone
numbers when changing local exchange service carriers. In addition, the Company has been allocated multiple
blocks of 10,000 telephone numbers for each of its Tennessee, Washingion, Pennsylvania, Ohio, Utah,
Nevada, California and Illinois networks, and has applied for such numbers in New York, for use in assigning
new numbers 1o its customers. These numbers, known as NXX numbers, are the first three digits of a
customer’s seven digit local phone number. In each of these cases, the NXX is fully Joaded into the Local
Exchange Routing Guide or LERG, which instructs JILECs and other carriers to send a cal) using a
NEXTLINK NXX 10 the appropriate NEXTLINK switch, for delivery 10 the NEXTLINK customer.

887 Point Codes. For each of the Company’s switches, the Company has been assigned Point Codes for
use with the advanced signaling system known as SS7 which is a separate or “out of band™ communications
channel used between telecommunications carriers to set up and control traffic on and between networks. The
Company has designed its network to fully utilize SS7 signaling, which improves call processing times and
frees capacity for voice, data, and video transmissions. The Company has entered into an agreement with a
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national 557 service provider that will allow the Company to utilize SS7 signaling in its current and new
markets nationwide.

Regulatory Overview

Overview

The Company’s services are subject to varying degrees of federal, state and Jocal regulation. The FCC
gencrally exercises jurisdiction over the facilities of, and services offered by, telecommunications common
carriers that provide interstate or international communications. The state regulatory commissions retain
Jurisdiction over the same facilities and services to the extent they are used to provide intrastate communica-
tions. Local governments sometimes impose franchise or licensing requirements on local exchange and other
carriers and regulate street opening and construction activities.

The Telecom Act imposes on ILECs certain interconnection obligations that, taken together, grant
competitive entrants such as the Company what is commonly referred to as “co-carrier status.” In addition,
the Telecom Act generally preempts state or local legal requirements that prohibit or have the effect of
prohibiting any entity from providing telecommunications services. The Telecom Act allows state regulatory
authorities to continue to impose competitively neutral requirements designed to promote universal service,
protect public safety and welfare, maintain quality of service and safeguard the rights of consumers. The
Telecom Act also preserves the ability of state and loca! authorities to manage and require compensation for

the use of public rights-of-way by telecommunications providers including competitors of the ILECs in the
local market.

It is anticipated that co-carrier status and the preemption of state and local prohibitions on entry could
ermit the Company to become a full service provider of switched telecommunizations services anywhere in
the United States. The following table summarizes the interconnection rights granted by the Telecom Act that
are most iriporiant 1o the achievement of this goal and the Company’s belief as 10 the anticipated effect of the
new requirements, if properly implemented.

Issue Definition Anticipated Effect

Irnterconnection Efficient network interconnection  Allows 2 CLEC 1o service and
to transfer calls back and forth terminate calls 1o and from
between ILECs and competitive  customers connected 1o other
networks (including 911, 0+, networks
directory assistance, etc.)

Locz) Loop Urbundling Allows competitors 1o selectively  Reduces the capital costs of a

gzain access to ILEC wires which  CLEC 1o serve custorners not
connect ILEC central offices with  directly connected to its networks
customer premises

Reciprocal Compensation Mandates reciprocal Improves the CLEC's margins for
compensation for local trafhc local service
exchange between ILECs and
competitors

Number Portability Allows customers 10 change local  Allows customers to switch to a
carriers without changing CLEC’s local service without

numbers; true portability allows changing phone numbers
incoming calls 1o be routed

directly to a competitor. Interim

portability allows incoming calls

10 be routed through the ILEC to

a competitor at the economic

equivalent of true portability

Access to Phone Numbers Mandates assignment of new Allows CLEC:s to provide
telephone numbers to competitive  telephone numbers 1o new
telecommunications provider's customers on the same basis as
customers the ILEC
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While the interconnection rights established in the Telecom Act are 2 necessary prerequisite to the
introduction of full local competition, they must be properly implemented 1o be efective. Significant
implementation issues remain to be resolved, including modifications 10, and expansions of, the ILEC network
interface facilities, before the barriers to entry into the local telephone business are sufficiently lowered to
permit widespread competitive entry. See “Federal Legislation" below for a more complete explanation of the
potential effect of the Telecom Act on the Company’s business.

Federal Legislation

The Telecom Act, enacted on February 8, 1996, substantially revised the Communications Act of 1934.
The Telecom Act establishes a regulatory framework for the introduction of Jocal competition throughout the
United States. Among other things, the Telecom Act preempts any state or local government from prohibiting
any entity from providing telecommunications service. This provision eliminated prohibitions on entry found in
almost half of the states in the country at the time the Telecom Act was passed. In addition, the Telecom Act
now requires that ILECs provide CLECs with physical collocation on rates, terms and conditions that are Jjust
and reasonable, unless the ILEC can demonstrate 1o state regulators that physical collocation is not practical.
The Company believes that either physical or virtual collocation of its facilities in a timely fashion for
appropriaie rates and terms will accommodate its purposes.

The Telecom Act also establishes a dua) federal-state regulatory scheme for eliminating other barriers to
competitior faced by competitors to the ILECs and other new entrants into the Jocal telephone market.
Specifically, the Telecom Act imposes on ILECs certain interconnéction obligations, some of which are to be
implemented by FCC regulations. The Telecom Act contemplates that states will apply the federal regulations
and oversee the implementation of all of the aspects of interconnection not subject to FCC jurisdiction as they
oversee interconnection negotiations between ILECs and their new competitors.

In addition. the Telecom Act provides that ILECs that are subsidiaries of RBOCs cannot combine in-
region. long distance services across LATAs with the local services they offer uniil they have demonstrated
that (i) they have entered into an approved interconnection agreement with a facilities-based CLEC or that
no such CLEC has requested interconnection as of a statutorily determined deadline. (1) they have satished a
14-element checklist designed to ensure that the ILEC is offering access and interconnection 1o all local
exchange carTiers on competitive terms and (iii) the FCC has determined that in-region, interLATA approval
is consistent with the public interest, convenience and necessity.

On July 2. 1997, SBC and i1s local exchange carrier subsidiaries filed a lawsuit in the United States
Disirict Court for the Northern District of Texas challenging on Constitutional grounds the Telecom Act
resirictions applicable to the RBOCs only. On December 31, 1997, the District Court ruled in favor of SBC
and held thz: Sections 271 through 275 of the Telecom Act, including the long distance entry provisions, are
unconstitutional. On Februany 11, 1998, however, the District Court issued a stay of its December 31, 1967

decisicn pending appeal to the United States Circuit Court of Appeals for the Fifth Circuit. The appeal is
currently pending.

Federal Regulation

The FCC has significant responsibility in the manner in which the Telecom Act will be implemented
especially in the areas of universal service, access charges, numbering. number portability 2nd price caps. The
details of the rules adopted by the FCC will have 2 significant effect in determining the extent to which
barriers to competition in local services are removed, as well as the time frame within which such barriers are
eliminated. The FCC may also grant ILECs increased pricing flexibility to enable them to respond to
competition for special access and private line services. To the extent such pricing flexibility is granted, the
Company’s ability to compete for certain services may be adversely affected.

On August 8, 1996, the FCC issued an order containing rules providing guidance to the ILECs, CLECs,
long distance companies and state PUCs regarding several provisions of the Telecom Act. The rules inciude,
among other things, FCC guidance on (i) discounts for end-to-end resale of ILEC local exchange services
(which the FCC has suggested should be in the range of 17%-25%), (ii) availability of unbundied local loops
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and other unbundled ILEC network elements, (iii) the use of Total Element Long Run Incremental Costs
("TELRIC™) in the pricing of these unbundled network elements, (iv) average default proxy prices for
unbundled Jocal loops in each state, (v) mutual compensation proxy rates for termination of ILEC/CLEC
local calls and (vi) the ability of CLECs and other interconnectors 10 opt into portions of interconnection
agreements negotiated by the JLECs with other parties on a most favored nation (or a “pick and choose™)
basis. See below for a discussion of the Eighth Circuit Court of Appeals decision invalidating certain aspects
of this order.

On May 8, 1997, the FCC released an order establishing a significantly expanded federal telecommu-
nications subsidy regime. For example, the FCC established new subsidies for services provided to qualifying
schools and libraries with an annual cap of $2.25 billion and for services provided to rural health care providers.
with an annual cap of $400 million. The FCC also expanded the federal subsidies to Jow income consumers.
Providers of interstate telecommunications services, such as the Company, as well as certzin other entities,
must pay for these programs. The Company’s share of the schools, libraries and rural health care funds will be
based on its share of the total industry telecommunications service and certain defined telecommunications
end user revenues. The Company’s share of all other federal subsidy funds will be based on its share of the
total interstate telecommunications service and certain defined telecommunications end user revenues. The
Company intends to make all subsidy payments required by law. In the May 8 order, the FCC also announced
that it will soon revise its rules for subsidizing service provided to consumers in high cost areas. Several parties
have zppealed the May 8 order. Such appeals have been consolidated and transferred to the United States
Court of Appeals for the Fifth Circuit where they are currently pending. In addition, on July 3, 1997, several
ILECs filed a petition for stay of the May 8 order with the FCC. That petition is also pending.

In 2 combined Report and Order and Notice of Proposed Rulemaking released on December 24, 1996,
the FCC made changes and proposed further changes in the interstate access charge struciure. In the Report
and Order, the FCC removed restrictions on ILECs’ ability to lower access prices and relaxed the regulation
of new switched access services in those markets where there are other providers of access services. If this
increased pricing flexibility is not effectively monitored by federal regulators, it could have 2 material adverse
efTect on the Company’s ability 1o compete in providing interstate access services. On May 16, 1997, the FCC
released an order revising its access charge rate structure. The new rules substantially increase the costs that
ILECs subjectto the FCC's price cap rules (“price cap LECs") recover through monthly, no-traffic sensitive
access charges and substantially decrease the costs that price cap LECs recover through traffic sensitive access
charges. In the May 16 order, the FCC also announced its plan 1o bring interstate access rate levels more in
line with cost. The plan will include rules to be established sometime this year that grant price cap LECs
increased pricing fiexibility upon demonstrations of increased competition (or potential competition) in
relevant markets. The manner in which the FCC implements this approach 1o Jowering access charge levels
will have 2 material effect on the Company's ability 1o compete in providing interstate access services. Several
parties have appealed the May 16 order. Those appeals have been consolidated and transferred to the United
States Court of Appeals for the Eighth Circuit where they are currently pending.

As part of its overall plan 1o lower interstate access rates, the FCC also released an order on May 21,
1997, in which the FCC revised its price cap rules. In the order, the FCC increased the so-called X-Factor
(the percentage by which price cap LECs must lower their interstate access charges every year, net of inflation
and exogenous cost increases) and made it uniform for all price cap LECs. The results of these rule changes
will be both a one-time overall reduction in price cap ILEC interstate access charges and an increase in the
rate at which those charges will be reduced in the future. Several parties have appealed the May 21 order.
Those appeals were consolidated and transferred to the United States Court of Appeals for the Tenth Circuit.

They have been subsequently transferred to the United States Court of Appeals for the District of Columbia
where they are currently pending.

. Or} January 2, 1997, Ameritech of Michigan became the first RBOC 10 apply for authority to provide in-
region interLATA service pursuant to Section 271 of the Telecom Act. The application was withdrawn and
refiled on May 21, 1997. That application was denied on August 19, 1997. In denying the application, the FCC

established specific and subsiantial eriteria that must be met before future Section 271 applications will be
granted.
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On April 11, 1997, SBC Communications, Inc. (“*SBC") applied 1o the FCC for authority to provide
in-region interLATA service in the state of Oklahoma. On June 26, 1997, the FCC released an order rejecting
SBC's application on the grounds that SBC had not demonstrated either that SBC had entered into an
approved interconnection agreement with a facilities-based CLEC or that no CLEC had requesied intercon-
nection as of the statutory deadline. On July 3, 1997, SBC filed an appeal of the June 26 order with the United
States Court of Appeals for the District of Columbia. On March 20, 1998, the Court of Appeals upheld the
FCC’s order.

In September and November 1997, BellSouth Corporation (*“BellSouth™) filed applications for authori-
zation to provide in-region interLATA service in the states of South Carolina and Louisiana. On Decem-
ber 24, 1997 and February 4, 1998, respectively, the FCC released orders rejecting BellSouth’s applications
which conclude that BellSouth had not yet demonstrated that it generally offered each of the items of the
competitive checklist set forth in the Telecom Act. On January 13, 1998, BellSouth filed an appeal for the
December 24, 1997 ruling with the United States District Court of Appeals for the District of Columbia. That
appeal is currently pending.

The Company anticipates that RBOCs will continue 1o apply for authority to provide in-region
interLATA services in markets where the Company operates or plans to operate. The Company also expects
that the FCC will initiate a2 number of additional proceedings, on its own initiative and as a result of reguests
from CLECs and others, as a result of the Telecom Act. While the Eighth Circuit's recent decision in the
appezl of the August 8, 1996 order limits the FCC's jurisdiction over the Jocal competition provisions of the
Telecom Act. such proceedings may nonetheless further define and construe the Telecom Act’s terms.

Court of Appeals Decision

Various parties. including ILECs and state PUCs. filed appeals of the FCC's August 8, 1996 order in
varicus U. 8. Courts of Appeal. and several parties petitioned the FCC and the courts to stay the effectiveness
of the FCC's rules included in the FCC's order, pending a ruling on the appeals. Many of the appeals were
censolicaied and transferred 1o the United States Court of Appeals for the Eighth Circuit. On July 18, 1997,
the Eighth Circuit overturned the pricing rules established in the August 8, 1996 order, except those
2prplicable 10 commercial mobile radio service providers. The Eighth Circuit held that, in general, the FCC
dots not have jurisdiction over prices for interconnection, resale, leased unbundled network tlements and
trzfic terminztion. The Eighth Circuit also overturned the FCC's “pick and choose™ rules as well as certain
other FCC rules implementing the Telecom Act's loca! competition provisions. In addition, the Eighth Circuit

decision substantially limits the FCC's authority 10 enforce the local compzetition provisions of the Telecom
Act

On October 14, 1997, the Eighth Circuit vacated the FCC’s rule prehibiting ILECs from separating
untundied network elements that are already combined, except at the request of CLECs. In addition, under
the decision, ILECs are not required to recombine unbundled network elements, but must make such
elements available for CLECs to recombine on their own.

On January 22, 1998, the Eighth Circuit issued a writ of mandamus ordering the FCC 1o follow the

court’s July 1997 decision in addressing certain pricing issues in the context of RBOC Section 271 in-region
interLATA entry applications.

On January 26, 1998, the United States Supreme Court agreed 10 hear challenges to the Eighth Circuit's
July 18, 1997 and October 14, 1997 decisions. The Court has agreed to review all issues raised by the
government, the RBOCs, and competitors. These include whether the FCC has authority (i) to set prices that
ILECs charge CLECs for access to local networks, (ii) to require ILECs 1o allow CLECs 1o use provisions of
existing interconnection agreements in their own agreements and (iii) to force ILECs to offer existing
combinations of unbundled network elements needed to provide local service. Because the Court will hear the
consolidated cases in its next term which begins in October, a decision is not expected until next year.
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In the short term the Company believes that the Eighth Circuit decisions will not have 2 material adverse
effect on it, because the Company already has interconnection agreements in place, or expects to have such
agreements in place. under the provisions of the FCC's order and the Telecom Act which were not invalidated
by the Court. The decision does not delay the implementation of the Telecom Act by the parties and by the
state PUCs, but rather eliminates the guidance on pricing and most favored nation procedures as well as other
issues that the FCC sought to provide to parties and the state PUCs.

In the long term, the Eighth Circuit’s decisions make it more likely that the rules governing local
competition will vary from state to state. Most states have already begun to establish rules for local
competition that are consistent with the FCC rules overturned by the Eighth Circuit. If a patchwork of state
regulations were to develop, it could increase the Company’s costs of regulatory compliance and could make:
competitive entry in some markets more difficult and expensive than in others.

State Regulation .

The Company expects that as it offers local exchange and other intrastate services in an increasing
number of states, it will be subject to direct state public utility commission (“PUC"™) regulation in most, if not
all, such states. In states where the Company desires to offier its services, the Company may be required to
obtain authorization from the appropriate state commission, including certification as 2 CLEC. In all states
where the Company is operational and centification as a CLEC is currently required, the Company's operating
subsidiaries are certificated. In those markets where the Company anticipates launching services in 1998, it
has received or applied for such certification.

In most states, the Company is required 1o file tariffs or price lists setting forth the terms, conditions and
rices for services which are classified as intrastate. In some states, the Company’s tariff can list a range of
prices for particular services, and in others. such prices can be set on an individual customer basis. The
Company is not subject 10 price cap or o rate of return regulation in any staie in which it currently provides
services.

As noted above, as 2 result of the July 18, 1997 Eighth Circuit decision, PUCs have an even more
significant resporsibility in implementing the Telecom Act. Specifically, the states have authority to establish
interconnection pricing, including unbundled loop charges, reciprocal compensation and wholesale pricing.
The states are also charged under the Telecom Act with overseeing the arbitration process for resolving
interconnection negotiation disputes between CLECs and the ILECs. The Telecom Act allows state
regulatory zuthorities to continue 10 impose competitively neutral requirements designed 1o promote universal
service, protect public safeiv and welfare. maintain guality of service and safeguard the rights of consumers.

Local Government Authorization

In cenain locations, the Company is required 10 obtain local franchises, licenses or other operating rights
and street opening and construction permits 10 install, expand and operate its fiber-optic networks. In some of
the areas where the Company provides network services, the Company’s subsidiaries pay licenss or franchise
fees based on a percentage of gross revenues or on a per linear foot basis. There is no assurance that certain
cities that do not currently impose fees will not seek to impose such fees in the future, nor is there any
assurance that, following the expiration of existing franchises, fees will remain at their current levels. Under
the Telecom Act, state and local governments retain the right to manage the public rights-of-way and to

require fair and reasonable compensation from telecommunications providers, on a competitively neutral and
nondiscriminatory basis, for use of public rights-of-way.

If any of the Company's existing franchise or license agreements were terminated prior to its expiration
date and the Company were forced 1o remove its fiber from the streets or abandon its network in place, such
termination would have a material adverse effect on the Company’s subsidiary in that area and could have a
material adverse effect on the Company. The Company believes that the provisions of the Telecom Act
barring state and local requirements that prohibit or have the effect of prohibiting any entity from providing
telecommunications service should be construed to limit any such action. However, there can be no assurance
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that one or more local authorities will not attempt to take such action. Nor is it clear that the Company would
prevail in any judicial or regulatory proceeding to resolve such a dispute.

Competition

As noted above, the regulatory environment in which the Company operates is changing rapidly. The
passage of the Telecom Act combined with other actions by the FCC and state regulatory authorities
continues to promote competition in the provision of telecommunications services.

JLECs

In each market served by its networks. the Company faces, and expects to continue to face, significant
competition from the ILECs, which currently dominate their local telecommunications markets.

The Company competes with the JLECs in its markets for local exchange services on the basis of product
offerings, reliability, state-of-the-art technology, price, route diversity, ease of ordering and customer service.
However, the ILECs have long-standing relationships with their customers and provide those customers with
various transmission and switching services that the Company, in many cases, does not currently offer. The
Company has sought, and will continue to seek, to achieve parity with the ILECs in order 1o become able 10
provide 2 full range of local telecommunications services. See “Regulatory Overview™ for additional
information concerning the regulatory environment in which the Company operates. Existing competition for
private line and special access services is based primarily on quality, capacity and reliability of network
facilities, customer service. response 1o customer needs, service features and price, and is not based on any
preprietary technology. As a result of the comparatively recent installation of the Company’s fiber optic

cinorks, its dua!l path architectiures and the state-of-the-ar technology used in its networks, the Company
may have cost and service qualiny advantages over some currently available 1LEC networks.

Other Compcetirors

The Company also faces. and expects 1o continue 1o face. competition from other potential competitors in
ceriain of the markets in which the Company offers its services. In addition 10 the ILECs and CAPs, potential
cempetitors capable of offering switched lozal and long distance services include long distance carriers such as
AT&T. MCI Communications Corporation (“MCI™). Sprint Corporation (“Sprint™) and WorldCom. Inc.
("WoridCom™). cable television companies such as TeleCommunications. Inc. 2nd Time Warner, Inc.,
eiectric utilities. microwave carriers. wireless iclephene system operators and privale networks built by large
end users.

The Comipany believes thut the Telecom Act. as well as a recent series of completed and proposed
ranszotions between ILECs and long distance companies and cable companies, increases the likelihood that
barriers 10 local exchange competition will be removed. The Telecom Act stales that entry barriers must be
lowerec in the areas served by ILECs that are subsidiaries of RBOCs before such ILECs are permitted to
provide in-region, interLATA services. When ILECs that are RBOC subsidiaries are permitted to provide

such services, they will be in a position to offer single source service. ILECs that are not RBOC subsidiaries
may offer single source service presently.

In some cases, cable television companies are upgrading their networks with fiber optics and installing
facilities 10 provide fully interactive transmission of broadband voice, video and data communications. In
addition, under the Telecom Act, electric utilities may install fiber optic telecommunications cable and may
facilitate provision of telecommunications services by electric uwtilities over those networks if granted

regulatory authority to do so. Cellular and PCS providers may also be a source of competitive local telephone
service.

Thz Company also competes with equipment vendors and installers, and telecommunications manage-
ment companies, with respect to certain portions of its business.

A continuing trend towards business combinations and alliances in the telecommunications industry may
create significant new competitors 1o the Company. In addition, many of the Company's existing and potential

18



competitors have financial, personnel and other resources, including name recognition, significantly greater
than those of the Company.

The Company also competes with long distance carriers in the provision of long distance services.
Although the long distance market is dominated by four major competitors, AT&T, MCI, Sprint and
WorldCom, hundreds of other companies also compete in the long distance marketplace.

With respect 10 the Company's enhanced communications service offerings, each is subject 1o competi-
tion. For example, there are several competitors that offer IVR services, such as Call Interactive, which the
Company believes focuses its sales efforts on large volume JVR service users. Another competitor, Telemedia,
which is owned by Sprint, also offers significant call volume capacity. With respect to Magic Number, the-
Company’s virtual communications center, there are numerous competitors with product offerings that include
some or all of the services offered by Magic Number.

Purchasing and Distribution

With respect to the Company’s fiber optic networks, which constitute the Company's most significant
capital investments, the Company has entered into general purchase agreements with key equipment suppliers
for fiber and fiber optic transmission equipment, with Nortel for telecommunications switches, and with other
suppliers for various other components of each system. These agreements provide the basic framework under
which purchase orders for these system components will be made. The specific purchases made for each
network depend upon the configuration and other factors related to the network, such as the prospective
customer base and location and the services 1o be offered over the network. Once these decisions are made,
purchase orders for the appropriate fiber and selected equipment types are placed under the general purchase
agreements. In connection with the Company’s provision of long distance services. it purchases capacity at
wholesaie rates from leng distance carriers.

Emplovecs

As of December 31, 1997, the Company emploved 1.327 people, including full-time and part-time
employees. The Coripany considers its eraplovee relations 1o be good. None of the employees of the Company
is covered ba a cellective bargzining agreement.

Trademarks and Trade Names

The Corpany vses the name “NEXTLINK™ as its primary business name. In July 19953, the Company
filed for federa! trademurk proteciion of this name and received its notice of allowance from the U.S. Patent
anc Trzdemark Office (the "PTQO") on July 1, 1997. In addition, the Company has received 2 notice of
allowarce from the PTO of its distinctive floating “X™ and related marks as protected trademarks under
federal law. The Company from time 1o time receives requests to consider licensing certain patents held by
third pariies thzt may have bearing on its IVR and virtual communications center services. The Company
considers such requests on their merits, but has not 10 date entered into any such license agreements.

Glossary

Addressable business lines — In accordance with industry practice, the Company includes in its
calculation of actual and largeted addressable business lines all business lines currently in active use through
any service provider in cach market area in which the Company has or plans to build a network.

CAP (competitive access provider) — A company that provides its customers with an alternative 1o the
ILEC for local private line and special access telecommunications services.

Central offices — The switching centers or central switching facilities of the LECs.

CLEC (competitive local exchange carrier) — A company providing local telephone services in competi-
tion with the JLEC.
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Co-carrier siatus — A regulatory scheme under which the ILEC is required to integrate new, competing
providers of local exchange service, such as the Company. into the sysiems of traffic exchange, inter-carrier
compensation. and other inter-carrier relationships that already exist among ILECs in most jurisdictions.

Collocarion — The ability of a CLEC such as the Company 1o connect its network to the ILECSs' central
offices. Physical collocation occurs when a CLEC places its network connection equipment inside the ILEC's
central offices. Virtual collocation is an alternative to physical collocation pursuant to which the ILEC permits
@ CLEC 1o connect its network to the ILEC’s central offices on comparable terms, even though the CLEC's
network connection equipment is not physically located inside the ceniral offices.

Dark fiber — Unused fiber through which no light is transmitied. Dark fiber is provided with the
customer expected 1o supply the required electronics and signals.

Dedicated — Telecommunications lines dedicated or reserved for use by particular customers and
charged on a flat, usually monthly, basis.

DS-0. DS-1, DS-3 — The standard circuit capacity classifications. Each of these transmission services can
be provided using the same type of fiber optic cable, but offer different bandwidih (that is, capacity),
depending upon the individual needs of the end user. A DS-0 is a dedicated circuit that is considered 10 meet
the requirements of usual business communications, with transmission capacity of up to 64 kilobits of
bandwidih per second (that is, a voice grade equivalent circuit). This service offers a basic low capacity
dedicated dipital line for connecting telephones. fax machines. personal computers and other telecommunica-
tions equipment. A DS-1 is a high speed digital circuit typically linking high volume customer locations 10
long distance carriers or other customer locations. Typically utilized for voice transmissions as well as the
interconnecuion of LANs. DS-1 service uccommodates transmission speeds of up to 1.543 megabits per
seconc. which 1s the equivalent of 24 voice grade equivalent circuits. DS-3 service provides o very high
paciny dipal cireuit with transmission capacity of 43 megabits per second. which is equivalent to 28 DS-|
clreuils or 672 voice grade equivalent circuits. This is o digital service used by long distance carriers for central
erhice cennections and by some large commercial users 1o link multiple sites.

2}

FCC — The Urited States Federal Communications Commission.

FDDI i fiber disiribuied data interface] — Based on fiber optics. FDDI is a 100 megabit per second local
caneinerh techrelogy used 1o connect computers. printers. and workstations at very high speeds. FDDI is
also vsed us hackbene technology 1o interconnect other LANS.

iber ninile — The number of route miles installed (excluding pending installations) along a telecommu-
ricaviens path muhiphed by the number of fibers along that path. See the definition of “route mile” below.

ILEC tincumbent local exchange carrier; — A company that was providing lozal exchange service prior
1o the eniny of the CLECs.

Local Exchange — A eeographic ares determined by the appropriate state regulaton authority in which
calls genzrally are transmitted without 10l charges to the calling or called party.

Line — An electrical path between an ILEC central office and 2 subscriber.

Long disiance carriers (interexchange carriers) — Long distance carriers provide services between local

exchanges on an interstate or intrastate basis. A long distance carrier may offer services over its own or another
carrier’s facilities.

Number Poriability — The ability of an end user to change Jocal exchange carriers while retaining the
same telephone number.

POPs (points of presence] — Locations where a long distance carrier has installed transmission

equipment in a service area that serves as. or relays calls 10, a network switching center of that long distance
carrier.

PUC (public utilin: commission) — A state regulatory body. established in most states, which regulates
utilities. including telephone companies. providing intrastate services.
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Private line — A dedicated telecomniunications connection between end user locations.

Reciprocal compensation — The compensation paid to and from a new competitive local exchange carrier
and the ILEC for termination of a local call on each other's networks.

Route mile — The number of miles of the telecommunications path in which the Company-owned or
leased fiber optic cables are installed.

Special access services — The lease of private, dedicated telecommunications lines or “circuits™ along the
network of an ILEC or a CAP, which lines or circuits run to or from the long distance carrier POPs. Examples
of special access services are telecommunications lines running between POPs of a single long distance carrier,
from one long distance carrier POP to the POP of another long distance carrier or from an end user to a long
distance carrier POP.

Switch — A device that opens or closes circuits or selects the paths or circuits 10 be used for transmission
of information. Switching is 2 process of interconnecting circuits to form a transmission path between users.

Switched services — Transmission of switched calls through the local switched network.

liem 2. Descripiion of Properties

The Company owns or leases, in its operating territories. telephone property which includes: fiber optic
backbone and distribution network facilities; poini-1o-point distribution capacity: central office switching
equipment; connecting lines between customers' premises and the central offices; and customer premise
eGuipment.

The fiber optic backbone and distribution netvwork and connecting lines include nerial and underground
cable. condunt. and poles and wires. These facilities are lozated on public streets and highways or on privately
owned land. The Company has permission 1o use these lands pursuant to consent or lease. permit. easement.
or other agreements. The central office switching equipment inciudes electronic switches and peripheral
equipment.

The Compuny and its subsidiaries leuse facilities for their administrative and sales offices. network nodes
arc wzrehcuse space. The various leases expire in years ranging from 1998 to 2028. Most have renewal

options. Acditienal office space and equipment rooms will be leased as the Comipany's operations and
networks ere expanded and as new networks are constructed.

Item 3. Legal Proceedings

The Company is not currently a party 1o anyv legal proceedings, other than regulaton and other
procescings that are in the normal course of its business.

Item 4. Submission of Matters 10 a Vote of Securiry Holders

No matiers were submitted 10 a vote of security holders during the quarier ended December 31, 1997.

PART 1l

ltem 5. Marker for Registrants’ Common Stock and Related Stockholder Matters

Market Information

The Company's Class A Common Stock began trading on the Nasdag National Market on Septem-
ber 26.1997. under the symbol “NXLK"™. Prior to that date, the Company’s Class A Common Stock was not
publichy traded. The following table shows. for the periods indicated. the high and low bid prices for the
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Company’s Class A Common Stock as reported by the Nasdaq National Market tier of The Nusdag Stock
Market.

Hiah Low
1997:
Third Quarter (since September 26, 1997) .............. ... $25.50 $23.13
Fourth Quamer..............oo i $27.75 $19.50

There is no public trading market for the Cdmpany's Class B Common Stock or NEXTLINK Capital's
common equity. .

As of March 6, 1998, the approximate number of shareholders of record of the Company's Class A and
Class B Common Stock was 218 and 18, respectively. The Company is the sole hoider of record of
NEXTLINK Capital's Common Stock.

Use of Proceeds

The Company filed a registration statement on Form S-1 (File No. 333-32001) which became effective
on September 26, 1997, whereby 15.200,000 shares of Class A Common Stock , $0.02 par value per share,
were sold in an initial public offering at a price of $17 per share. Of the 15.200.000 shares of Class A Common
Stock sold, 12,000.000 shares were sold by the Company and 3.200,000 shares were sold by a selling
shareholder. The Company did not receive any of the proceeds from the sale of shares by the selling
shzreholder. In addition. the undenvriters of the IPO., led by Szlomon Smith Barney, exercised an option to
purchase 2.280.000 zdditional shares of Class A Common Siock at the same price per share. Net proceeds to
the Compuny from the IPO totaled approximately $226.8 million. after deducting underwriting discounts,
advisory fees and expensas 2ggregating approximately S16.0 million, The Company iniends 1o use substantially
ali of the net proceeds from the IPO for expenditures relating 10 the expansion of existing networks and
services. the development and acquisition of new networks and services and the funding of operating losses and

werring capital. None of the net proceeds from the IPO had been used by the Company as of December 31,
1697, i

The Company filed a registration statement on Form S-] (File No. 233-32003) which became eFective
cn Sepiember 26. 1997, whereby the Company sold $300 million aggregate principal amount of 9%i% Senior
Noies due 2007 (79%:% Senior Notes™). The offering was led by Salomon Smith Barney. Net proceeds from
the sale of the 9%i% Senior Notes totaled approximately $288.5 million, afier deducting issuance costs
aggrezating zpprovimaiely S11.5 million. relating 1o underwriting discounts. advisory fees and expenses. The
use of proceeds from the debt offering are substantially the same as the Company’s IPO. None of the net
proceeds from the sale of 9%:% Senior Notes had been used by the Company as of December 31. 1697,

Dividends

Neither the Company nor NEXTLINK Capital have declared a cash dividend on any of their respective
equity securities. Covenants in the indentures pursuant 1o which the Company’s and NEXTLINK Capital's
Senier Notes have been issued restrict the ability of the Company to pay cash dividends on its capital stock.

Sales of Unregistered Securities

None.

Item 6. Alanagement’'s Discussion and A nalysis of Financial Condition and Results of Operations
Oveniew '

Since its inception in 1994, the Company has executed 2 strategy of developing fiber optic neraorks and
acquiring related telecommunications businesses. Over this period, the Company has pursued this strategy by

constructing, acquiring, leasing fibers or capacity on, and entering into agreements to acquire telecommunica-
tions networks.
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The Company’s primary focus is providing switched local and long distance and enhanced communica-
tions services to small and medium-sized commercial end user customers. The Company plans 10 acquire,
build or develop networks in new areas, expand its current networks, and also explore the acquisition or
licensing of additional enhanced communications services and other telecommunications service providers.
These efforts should allow the Company 1o increase its presence in the marketplace, and facilitate providing a
single source solution for the 1elecommunications needs of its customers.

The table provides selected key operational data:
As of December 31,
1997 1996

Operating data (1):

Route miles{2)..............vuivnn.. Ceeteeeeatneseneannns 1,897 1,080
Fiber miles(3) oooiiniii 133,224 66,046
On-net buildings connected(4) ....ooo.ivniininneennnnnn.. 513 403
Ofi-net buildings connected(5) ....ouveeneennrenneennnn.s. .. 3,504 -
Switches installed......................... e ieeaeaa. ces 13 9
Access lines in service(6) ........ e e, 50,131 8,511
Employees. ... oo 1,327 568

(1) The operating data include the statistics of the Las Vegas network, which the Company manzges and in
which the Company has a 40% membership interest.

(2) Routs miles refers 1o the number of miles of the telecomimunications path in which the Company-owned
or leased fiver optic cables are installed.

(3) Fiber miles refers 10 the number of route miles installed along a 1elecommunications path. muliiplied by
the Company’s estimate of the number of fibers along that path.

(4) Represents buildings physically connected 1o the Company’s neiworks, excluding those connected by
unbundled incumbent Joca) exchange (ILEC) facilities.

(5) Represents buildings connected 1o the Company’s networks through leased or unbundied ILEC facilities.

(6) Represents the number of access lines in service, including thoese lines which are provided through resale
of Centrex services. for which the Company is billing services.

The Cermpany builds its networks to encompass the significant business concentrations in each area it
serves, focusing on direct connections to end user locations and ILEC central offices. The Company employs a
uniform technology plztform for each of its local exchange networks that is based on the Norte] DMS 500
digital local 2nd long distance combination switching platform and associated distribution technology. As of
Januan 31, 1998, the Company had 12 operational Nortel DMS 500 switches, including one switch in its
NEXTLAB facility, and currently plans to install three additional switches by the end of the second quarter of
1998 NEXTLAB is a fully functional model of one of the Company’s networks, which serves as a testing

facility for switch software and the Company’s products and services and will serve as the Company’s network
operations control center,

The Company also provides enhanced communications services including interactive voice response
(“IVR™) services, which provide an interface between the Company’s clients and their customers for a variety
of applications. Historically, the Company has derived 2 substantial proportion of its revenues from these IVR
services. As Jocal and long distance revenues are expected 1o grow more rapidly than revenues for the
Company’s enhanced communications services, the Company anticipates that, over the next five years, local
and long distance revenues will account for a significantly higher percentage of total revenues.

The development of the Company’s businesses and the construction, acquisition and expansion of its
networks require significant expenditures, a substantial portion of which are incurred before the realization of
revenues. These expenditures, together with the associated early operating expenses, result in negative cash
fiow until an adequate customer base is established. However, as the customer base grows, the Company
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expects that incremental revenues can be generated with decreasing incrementa! operating expenses, which
may provide positive contributions to cash flow. The Company has made the strategic decision 10 build high
capacity networks with broad market coverage, which initially increases its leve!l of capital expenditures and
operating losses. The Company believes that over the ong term this will enhance the Company's financial
performance by increasing the traffic flow over the Company's networks. The Company has recently entered
into leased dark fiber and fiber capacity arrangements, which allow the Company, by installing one or more
switches and related electronics, to enter 2 market prior to completing construction of its own fiber optic
network. :

Prior to January 31, 1997, the Company was a limited liability company that was classified and taxed-as a
partnership for federul and state income tax purposes. As of January 31, 1997, the Company was subject to
federal and state income tax.

Results of Operations

Year Euded Decomber 31, 1997 Compared with Year Ended December 31, 1996

Revenue increased 124% to $57.6 million in 1997 from $25.7 million in the same period in 1996. The
increase was primarily due to 43% growth in the Company’s local and long distance services (both switched
and resale). decdicated services and enhanced communications services, as well as due to recording a full year's
revenue from ITC. a switch-based long distance reseller acquired in December 1996. To a lesser extent, the
acquisitions of Start Technologies Corporation (*Start™) and Chadwick Telecommunications Corporation
("Chadwick™) in the fourth quarier of 1997 also contributed to the increase in revenue. Revenues reported in
1997 ircluded $38.9 millicn derived from Jocal and long distance, competitive access. dedicated line services
and shured tenant services and S18.7 million derived from enhanced communications services. primarily IVR,
The Compam s IVR subsidiany contributed 275 and $2% of the Company’s revenues during 1997 and 1996.
respectively. The revenuss generated by this subsidian have 1ended to fluctuate on a quarter 1o quarier basis

he revenuves are generally event driven and scasonal in nature.

R

The Compiny began offering switched local and Jong distance services in seven of its markets in
July 1996, and in 18 addiiional markets during 1997. In addition. the Company has offered dedicated line
services since Januany 1993 and has resold Centren access lines since April 1993 The Company increased its
arierly cusiomer access line installation rate from 1.604 in the fourth quarter of 1996 10 19,187 during the

R e
-

fourth quarier 0f 1997, As of December 31,1997, the Company had 30,131 access lines in service, compared
1o &.511 as of December 31. 1996, Revenues from the provision of such services are expecied to continue to
increase as o component of total revenues over future periods. Access lines in service includes those lines

crea
which are proviced through resale of Centrex services, the number of which is decreasing over time as the
Company comvenis those customers to its own network,

Operatiing expenses consist of costs directly related to providing facilities-based network and enhanced
communications services and also include salaries and benefits and related costs of operations and engineering
personnel. Operating expenses increased 113% in 1997 1o $54.0 million, an increase of $28.9 million over the
same period in 1996. These increases were attributed 10 factors that include an increase in network costs
related 1o the provision of increased volumes of local, long distance and enhanced communications services
and the Company's increase in employees as well as other related costs primarily to expand the Company’s
switched Jocul and long distance service businesses in its existing and planned markets. Additionally, the
effects of the ITC acquisition in December 1996 and the 1wo acquisitions in the fourth quarter of 1997 further
resulted in an increase in 1997 operating expenses over those of the prior year.

Selling. general and administrative expenses (“SG&A™) include salaries and related personnel costs,
facilities expenses. sales and marketing. consulting and legal fees and equity in loss of affiliates. SG&A
increased 142% for the year ended December 31, 1997 as compared to the corresponding period in 199%. The
increase was primarily due to the Company's increase in employees and other costs associated with the

expansion of the Company’s switched local and long distance service businesses in its existing and planned
markets. as well as the 1TC acquisition.
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Deferred compensation expense was recorded in connection with the Company's Equity Option Plan until
April 1997, and in connection with the Company's Stock Option Plan (the “Plan"). which replaced the
Equity Option Plan, subsequent to April 1997. The stock options granted under the Equity Option Plan were
considered compensatory and were accounted for on a basis similar to that for stock appreciation rights. All
options outstanding under the Equity Option Plan were regranted under the new Plan with terms and
conditions substantially the same as under the Equity Option Plan. As such, the Company continues 1o record
deferred compensation expense for those compensatory stock options issued, as well as for compensatory stock
options issued subsequent 10 the Plan conversion date. Compensation expense is recognized over the vesting
periods based on the excess of the fair value of the stock options at the date of grant over the exercise price. .

Depreciation expense increased primarily due to placement in service of additional telecommunications
network assets, including switches, fiber optic cable, network electronics and related equipment. Amortization
of intangible assets increased primarily as a result of the ITC acquisition in December 1996, as well as the
acquisitions of Linkatel, Start and Chadwick in 1997. .

Interest expense increased 76% in 1997 over the prior year due to an increase in the Company’s average
outstanding indebtedness over the respective periods, primarily relating to the 12%% and 9%% Senior Notes
issued in April 1996 and October 1997, respectively. See “— Liquidity and Capital Resources.” Pursuant to
Statement of Financial Accounting Standards No. 34, the Company capitalizes a portion of its interest costs
as part of the construction cost of its communications networks. Capitalized interest during 1997 totaled
$1.8 million. Interest income results from investment of excess cash and certain securities that have been
pledeed as collateral for interest payments on the 12'4% Senior Notes. The increase in interest income in 1997
over 1896 corresponded to the increzse in the Company’s average outstanding cash balances.

Liquidity and Capital Resources

The compeiitive local telecommunications service business is o capital intensive business. The Com-
pany’s existing operations have required and will continue to require substantial capital investment for the
acquisition and installation of fiber. electronics and related equipment in order to provide switched services in
the Compeny's networks and the funding of operating losses during the start-up phase of esch market. In
accition. the Cempany’s strategic plan calls for expansion into additional market areas. Such expansion will
require siznifizzat additional capitel for: potential acquisitions of businesses or assets: design. development and
construction ¢f new networks: and the funding of operating losses during the start-up phase of each market.
Daring 1997, the Company used §94.5 million in cash for operating activities, compared to $40.6 million in
1996. The increase was primarily due 10 a substantial increase in the Company’s activities associated with the
development znd initiation of swiiched local and long distance services. In addition, during 1997, the
Company invested an additional $210.5 million in cash in property and equipment. acquisitions of telecommu-
nications businesses and equity investments in telecommunications businesses. During 1996, the Company
invested $78.0 million in cash in property and equipment, acquisitions of telecommunications assets and
businesses and equity investments in telecommunications businesses.

In February 1998, the Company signed a definitive agreement with Metromedia Fiber Network for
exclusive rights 10 multiple fibers and innerducts for 20 years, with two 10 vear renewals. The route covered by
the agreement extends over 650 route miles from Manhattan 1o White Plains (NY), 10 Stamford (CT). 10
Newark (NJ) and south from Manhattan through Philadelphia, Wilmington (DE). Baltimore. and to
Washington (DC). The route will offer frequent splice points within metropolitan areas and splice points at
least every 10,000 feet on routes between metropolitan areas, as well as provide access to ILEC central and
tandem switching offices. The Company will pay $92.0 million in cash for the transaction, of which

$80.3 million will be placed into escrow, to be released as segments of the route are constructed and delivered
to the Company.

In January 1998, the Company and Nexte! formed NEXTBAND, a joint venture which is owned 50% by
the Company and 50% by Nextel. On January 20, 1998, NEXTBAND filed an application with the FCC for
which it paid a $50.0 million refundable deposit to participate in the FCC's LMDS auction which began on
February 18, 1998. OFf the deposit amount, $25.0 million was contributed by the Company. LMDS is a fixed
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broadband point-to-multipoint service which the FCC and industry analysts anticipate will be used for the
deployment of wireless local loop, high-speed data transfer and video broadcasting services. Two licenses will
be awarded in each of 493 BTAs when the auction is concluded. Although the number of licenses that may be
awarded to NEXTBAND is limited by the amount of the deposit, NEXTBAND has applied for and is eligible
to bid on any of the markets being auctioned for the block A license (1,150 MHz of spectrum) and the block
B license (150 MHz of spectrum).

The Company is exploring LMDS for two reasons. Depending upon the bidding and deployment costs,
L MDS may offer an economically efficient means to supplement the Company's fiber network build-out in
some localities. In addition, a wircless local loop "alternative may create competitive pressure on high
unbundied loop costs in certain areas. There can be no assurance that NEXTBAND's participation in the
auction will result in the purchase of any LMDS licenses or that LMDS spectrum for wireless connectivity
will provide 2 cost-effective and efficiently engineered means to connect to end user locations. If
NEXTLINK's bids are successful, the purchase price of the licenses and the costs of building out any such
wireless systems could be substantial.

In November 1997, the Company acquired all outstanding shares of Start, a shared tenant services
provider serving commercial buildings in Dallas, Austin and Corpus Christi, Texas and Phoenix, Arizona.
Services offered by Start include local and long distance services, Internetl access and customer premise
equipment management. Stari currently provides services under long term contracts to 600 corporate
customers, or approximately 13.000 end users. The Company paid consideration for the transaction consisting
of $§20.0 million in cash. 441,336 shares of Class A common stock and the assumption of approximately
$3.3 million of liabilivies, the majority of which were repaid.

In Oziober 1997. the Company acquired all of the outstanding shares of Chadwick. a switch-based long
distance reseller in central Pennsylvania. through a merger transaction between Chadwick and a wholly owned
subsidian of NEXTLINK. Chadwick serves approximately 11.500 customers throughout the central and
eastern Pernnsylvania regions. The Company issued consideration for the transaction consisting of o promissory
rote p2yable in the aggregate principal amount of $5.0 million (which was repaid in full in January 1998),
257.151 shares of Class A Coramon Stock and the repayment of long 1erm debt and other liabilities totaling
36.6 million. The merger agreement also provides for additional pavments of up to a maximum of 192,863
shares of Class A Common Stock over 2 two year period, with these payments being contingent upon the
acquired operation achieving specified performance goals.

In September 1997, the Company entered into 2 definitive agreement 1o acquire certain telecommunica-
sons 2ssets of Unicom Thermal Technologies, Inc. (“UTT™), including two existing route miles of network
rlus 13 miles of condiit in downtown Chicago. The Company also has the right to participate in the ongoing
expansion of UTT's newwork in Chicago. The existing network currently provides connectivity to 28 buildings.
The Company agreed to pay $2.5 million in cash, plus up to an additiora! $560,000 for the acquisition of
ceriain additional telecommunications facilities. The Company will also be required 1o pay certain additional
considzration to UTT for a portion of the network expansion costs, up to $3.4 million in cash plus the issuance
of up 10 60.022 shares of Class A Common Stock.

In June 1997, the Company entered into an eight year exclusive agreement, with an option 1o renew for
five additional years, with a company that has excess fiber capacity in each of Atlanta, Chicago, New York
City, Newark (NJ) and Philadelphia which it agreed to make available to the Company in each of those
markels a1 a substantial discount 10 the wholesale rates charged by other vendors of capacity. In addition 10
the capacily arrangement described above, the Company also has entered into a 20-year lease of capacity over
an existing 47-mile fiber network in New York City, which extends from the Wall Street area north to
midtown Manhatian. In June 1997, the Company paid $11 million in full satisfaction of its obligations under
this Jease, $6 million of which was placed in escrow pending completion of certain building connections by the
lessor. As of December 31, 1997, $4.1 million remained in escrow. These arrangements will allow the
Company 10 accelerate its entry into each of these markets by enabling the Company to avoid a significant
portion of the infrastructure development and construction time that would othenwise be required 10 launch
switched local 2nd long distance services in these markets. Although these agreements have reduced 1he initial
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capital expenditures necessary 1o enter these markets, the Company has not, as a result, reduced its overall
planned capital expenditures through 1999.

In June 1997, the Company also executed a definitive agreement to acquire an existing fiber optic
network in downtown Philadelphia in order 1o extend its existing network in Pennsylvania. The acquisition is
subject 1o regulatory and other consents and is anticipated to be consummated by the end of the second
quarier in 1998. During the interim period prior 1o closing. the Company is operating under a 36 fiber capacity
agreement with the seller.

On February 4, 1997, the Company completed the acquisition of substantially all of the assets of Linkatel,
a Los Angeles-based competitive access telecommunications provider. At the time of acquisition, Linkate!
operated an 80 mile fiber optic telecommunications network covering several markets in the Orange and Los
Angeles county areas. The total purchase price of $42.5 million consisted of a cash payment of $36.1 million
(including the release of $6.0 million which was deposited into escrow during 1996) plus the repayment of
debt of $5.6 million and the assumption of net liabilities totaling $0.8 million. ‘

In January 1997, the Company obtained rights-of-way to expand its existing Salt Lake City network into
Provo and Orem, Utzh. The Company has completed the expansion of this network to Provo and Orem and
began providing switched Joca! and long distance services in Provo and Orem in September 1997,

Prior to April 1996, the Company funded its expenditures with approximately $55.0 million of cash equity
investments from two entities that are controlled by Craig O. McCaw. On April 25, 1996, the Company raised
gross proceeds of $330.0 million through the issuance of 12%4% Senior Notes due April 15, 2006 (“124%
Senior Notes™). The Company used $117.7 million of the gross proceeds to purchase and hold in escrow U.S.
government secutilies. representing funds sufficient 10 provide for payment in full of interest on the 12%:%
Senior Notes through April 15, 1999, and used an 2dditional $32.2 million 10 repay certain advances and
accrued inierest from Eugle River. a company majority-owned and controlled by Mr. McCaw. In addition. the
Company inzurred costs of $9.8 million in connection with the financing. Interest payments on the 1245
Senior Notes are due semi-annually.

On Jzanuany 31. 1997, the Coimpany completed the sale of $285 million apgregate liquication preference
of 14% senior exchangeable redsemable preferred shares (“Preferred Shares™) which, afier deducting
issuance costs. resulied in net proceeds to the Company of approximately $274 million. The Preferred Shares
accrue dividends at the rate of 14% p2r annum. On or before February 1. 2002, dividends may, at the option of
the Company, bz paid in cash or by issuing additional Preferred Shares with zn aggregate liquidation
preference ecual to the amount of such dividends. After February 1. 2002, dividends must be paid in cash. As

of December 31, 1997, the Company had issued an additional 622,031 shares of Preferred Shares in
satisfaction of the first three quarterly dividends.

Since incepticn and through December 1996, the Company has also issued Class A Units valued at
$15.5 million primarily for the acquisition of ceriain telecommunications assets and businesses, which Units
were converied to shares of Class B Common Stock of the Company on January 31, 1997.

On October 1. 1997, the Company completed an initial public offering (“1PO™) of 12,000,000 shares of
Class A Common Stock at a2 price of S17 per share. In addition, the underwriters of the 1PO exercised an
option 10 purchase 2.280,000 additional shares of Class A Common Stock at the same price per share. Gross
proceeds from the 1PO totaled $242.8 million, and proceeds net of underwriting discounts, advisory fees and
estimaled expenses aggregated approximately $226.8 million. Concurrently with the 1PO, the Company sold
$400 million in aggregate principal amount of 9%% Senior Notes due 2007, which, after deducting estimated

issue costs, resulted in net proceeds to the Company of approximately $388.5 million. Interest payments on the
9%% Senior Notes are due semi-annually,

.On March 3, 1998, the Company completed the sale of $335 million in agpregate principal amount of 9%
Senior Notes due 2008 (9% Senior Notes”). Proceeds from the sale, net of discounts, underwriting

corqmissions, advisory fees and expenses, totaled 2pproximately $326.5 million. Interest payments on the 9%
Senicr Notes are due semi-annually, beginning September 1998.
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The Company will use the remaining proceeds from the sale of Class A Common Stock. 9%% Senior
Notes and 9% Senior Notes and existing unrestricted cash balances for expenditures relating to the
construction. acquisition and operation of 1elecommunications networks and service providers and the offering
of 1elecommunications services in those areas where the Company currently operates or intends to operale.
Expenditures for the construction and operation of networks include (i) the purchase and installation of
switches and reluted electronics in existing networks and in networks 1o be constructed or acquired in new or
adjacent markets; (ii) the purchase and installation of fiber optic cable and electronics to expand existing
networks and develop new networks, including the connection of new buildings; (iii) spectrum that may be
purchased during the LMDS auction that is currently ongoing; (iv) the development of its comprehensive
information technology platform and (v) the funding of operating losses and working capital. The Company
may also acquire or invest in businesses that consist of existing networks or companies engaged in businesses
similar 1o those engaged in by the Company and its subsidiaries or other complementary businesses.

As of December 31, 1997, the Company had unrestricted cash and investments of $742.4 million and
$1,068.9 million on a pro forma basis after giving effect to the sale of the 9% Senior Notes. The Company's
current plan contemplates an aggressive expansion into a number of new markets throughout the United
States. The Company may pursue various aliernatives for achieving its growth strategy, including: additional
network construction; additional leases of network capacity from third party providers; acquisitions of existing
networks: and spectrum that may be purchased during the LMDS auction that is currently ongoing and
assoziated facilities construction and deployment if any spectrum is purchased. The Company also anticipaies
that 2 substantial amount of additional capital expenditures will be made in 1999 and beyond. The funding of
these capital expenditures is expected to be provided by existing cash balances, future vendor and/or credit
facilities. future public or private sales of debt securities. future sales of public or private capital stock and joint
ventures. There can be no assurance. however, that the Company will be successful in raising sufficient
additional capital on terms that it will consider acceptable or that the Company’s operations will produce
positive conselidated cash flow in sufficient amounts to meet its interest and dividend obligations on
cutstanding securities. Failure to raise and generate sufficient funds may require the Company 1o delay or
abardon some of its planned future expansion or expenditures. which could have a material adverse efect on
the Company’s growth and its ability 1o compete in the 1elecommunications services industry.

In acdition. the Company’s operating flexibility with respect to certain business matters is, and will
continue to be, limited by covenants associated with the 12!2% Senior Notes, the §%% Senior Notes and the
9% Senior Notes. Among other things. these covenants limit the ability of the Company and its subsidiaries to
incur 2dditional indebledness. create liens upon assets, apply the proceeds from the disposa! of assets, make
cividend payments and other distributions on capital stock and redeem capital stock. In addition. the terms of
the Preferred Shares contain cerwin covenants that may limit the Company’s operating fiexibility with respect
to the incurrence of indebiedness and issuance of additional preferred shares. There can be no assurance that
such covenants will not adversely affect the Company ‘s ability 10 finance its future operations or capital needs
or to engage in other business activities that may be in the interest of the Company. The Company was in
compliance with all coverants associated with the 12'4% Senior Notes, the 9%% Senior Notes and the
Preferred Shares as of December 31. 1997.

Impact of Year 2000

Certain of the Company’s older computer sysiems and applications were writien to define a given year
with abbreviated dates using the last two digits in a year rather than the entire four digits. As a result, those
systems and applications have time-sensitive software that recognize an abbreviated year “00™ as the year
1900 rather than the year 2000. This could cause a system failure or miscalculations resulting in disruptions of

operations including, among other things, a temporary inability 1o process transactions, send invoices or engage
in other normal business activities.

The Company has received positive confirmation from its vendor that the Company’'s Nortel DMS 500
switches and related telecommunications equipment are Year 2000 compliant. The Company is currently
assessing the extent of replacements or modifications necessary to certain of its older computer sysiems and
applications so that such systems and applications will properly utilize dates beyond December 31, 1999, The
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Company believes that the impact of upgrading or modifying existing software and converting to new software
(the “Yeur 2000 Project™) will not be material to the Company operations or financial position. Costs incurred
in connection with the Year 2000 project will be expensed as incurred unless new software is purchased. in
which case such costs will be capitalized. The Company has not incurred significant Year 2000 project costs 1o
date. The Company plans to complete the Year 2000 project no later than December 31, 1998,

Outlook: Issues and Uncertainties

The Company does not provide forecasts of future financial performance. This Report, however, does
contain statements that are not historical facts and are forward-looking. Actual events or results may differ
materially from events or results indicated, whether expressed or implied. Although the Company's
management is optimistic about the Company's long-term prospects, the following issues and uncertainties,
among others, should be considered in evaluating its outlook.

Negative Cash Flow and Operating Losses; Limited History of Operations

The development of the Company's businesses and the installation and expansion of its networks require
significant expenditures, a substantial portion of which must be made before any revenues may be realized.
Cerain of the expenditures are expensed as incurred, while certain other expenditures are capitalized. These
expenditures, together with the associated early operating expenses, result in negative cash flow and operating
losses until 2n adequate revenue base is established. There can be no assurance that an adequate revenue base
will be established for any of the Company's networks. The Company’s operations have resulied in net losses
of $12.7 millicn. $71.1 million and $129.0 million for the years ended December 31. 1995, 1996 and 1997,
respectively. The Company will continue to incur significant expenditures in the future in connection with the
acguisition. development and expansion of its networks. services and customer base. There can be no
assurarce 1hat the Company will achieve or sustain profitability or generate positive cash flow in the future.

The Cempany was formed in Sepiember 1994, A significant. but declining. portion of the Company’s
revenue for the vears ended December 31, 19935, 1996 and 1997, was derived from the operations of the
Company’s IVR enhanced service offering. which operations were acquired by the Company in September
1993, Prospective investors. therefore, have limited historical financial information vpon which to base an
evaluation of the Company’s performance in the business which will be its principal focus in the future. The
Company has only recently commenced operations as a single source service provider of 1elecommunications
services. Given the Company's Lmited operating history. there can be no assurance that it will be able to
cemplete successfully in the 1elecommunications business and to generate positive cash fiow in the future.

Significant Furure Capital Requivements; Substantial Indebiedness

Expansics of the Company's existing networks and services and the development and acquisition of new
networks 2nd services will require significant capital expenditures. The Company will also continue to evaluate
additional revenue opportunities in each of its markets and, as and when atiractive additional opportunities
develop, the Company plans to make capital investments in its networks that might be required to pursue such
opportunities. The Company expects 1o meet its additional capital needs with the proceeds from credit
facilities and other borrowings. the proceeds from public or private sales of debi securities, the sale or issuance
of equity securities and through joint ventures. There can be no assurance, however, that the Company will be
successful in raising sufficient additional capital on terms that it will consider acceptable or that the
Company's operations will produce positive cash flow in sufficient amounts 1o service its debt and 1o pay cash
dividends on the 14% Preferred Shares. Eailure to raise and generate sufficient funds may require the
Company to delay or abandon some of its planned future expansion or expenditures, which could have a
material adverse efflect on the Company’s growth and its ability to compete in the telecommunications services

in.dusjtry. See “Management's Discussion and Analysis of Financial Condition and Results of Operations —
Liquidity and Capital Resources.”

.Thc Company expects to incur substantial additional indebtedness (including secured indebiedness)
during the next few vears 10 finance the acquisition, construction and expansion of networks, the potential
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acquisition of telecommunications companies, the possible acquisition of LMDS spectrum and the construc-
tion and deployment of associated facilities, if such spectrum is purchased, the purchase of additional
switches, the offering of switched local and long distance services, the introduction of other new service
offerings and the development and implementation of a comprehensive information technology platform. The
Indenture does not limit the amount the Company may invest in Restricted Subsidiaries or certain joint
ventures engaged in one or more Telecommunications Businesses (including the joint venture through which
the Company is participating in the LMDS auction) or the amount of Debt the Company may incur 1o fund
investments in Restricted Subsidiaries or such joint ventures. As of December 31, 1997, after giving pro forma
effect to the Offering, the amount of total consolidated liabilities of the Company would have been
approximately $1,164.7 million. ’ .

The future funding requirements discussed above are based on the Company’s current estimates. There
can be no assurance that actual expenditures and funding requirements will not be significantly higher or
lower.

Risk Associated with Implemeniation of Growth Straregy

The expansion and development of the Company's operations (including the construction and acquisition
of additional networks) will depend on, among other things, the Compan:'s ability to assess markets, identify,
finance and complete suitable acquisitions, design fiber optic netwark backbone routes, install fiber optic cable
and facilities, including switches, and obtain rights-of-way, building access rights and any required government
authorizations. franchises and permits, all in a timely manner. at reasonable costs and on satisfactory terms
anc conditions. In addition. the Company has experienced rapid growth since its inception, and the Company
believes that sustained growth places 2 strain on operational. human and financial resources. In order 1o
manage its growth, NEXTLINK must continue to improve its operating and administrative systems including
the continued development of effective systems relating 1o ordering. provisioning and billing for 1elecommuni-
cations services. NEXTLINK must also continue 1o attract and reiain gualified managerial, professional and
technicul personnel. As a result. there can be no assurance that the Company will be able 10 implement and
manage successfully its growth strategy. The Company’s growth strategy also involves the following risks:

Qualificd Personnel. NEXTLINK believes that a critical component for its success will bs the atiraction
and retention of gqualified managerial, professional and technical personnel. During 1997 the Company has
evperienced significani competition in the attraction and retention of personnel that possess the skill sets that
the Company is seeking. Although the Company has been successful in attracting and retaining qualified

personnel. there can be no assurance that NEXTLINK will not experience a shortage of qualified personnel in
the future.

Swiich and Equipment Insiallation. An essential element of the Company's current strategy is the
provision of switched local service. There can be no assurance that the installation of the required switches,
fiber optic cable and associated electronics necessany 10 implement the Company's business plan will continue
1o be compleied on time or that, during the testing of these switches and related equipment, the Company will
not experience 1echnological problems that cannot be resolved. The failure of the Company to install and
operate successfully additional switches and other network equipment could have a2 material adverse effect

vpon the Company’s ability to enter additional markets as a single source provider of telecommunications
services.

Interconnection Agreements. The Company has agreements or is currently negotiating agreements for
the interconnection of its networks with the networks of the JLEC covering each market in which
NEXTLINK ceither has or is constructing a network. NEXTLINK may be required 10 negotiate new, or
renegotiate existing interconnection agreements as it enters new markets in the future. There can be no
assurance that the Company will successfully negotiate such other agreements for interconnection with the
ILEC or renewals of existing interconnection agreements. The failure to negotiate required interconnection
agreements could have a material adverse effect upon the Company’s ability to enter rapidly the 1elecommuni-
cations market as a single source provider of telecommunications services.
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Ordering. Provisioning and Billing. Thé Company has developed processes and procedures and is
working with external vendors, including the ILECs, in the implementation of cusiomer orders for services,
the provisioning. installation and delivery of such services and monthly billing for those services. In connection
with its development of a comprehensive information technology platform, the Company is developing and
implementing automated internal systems for processing customer orders and provisioning. Billing is provided
by unaffiliated third-party vendors. The failure to develop effective internal processes and systems for these
service elements or the failure of the Company's current vendors or the ILECs to deliver effectively ordering,
provisioning (including establishing sufficient capacity and facilities on the ILEC's networks to service the

Company) and billing services could have a material adverse effect upon the Company’s ability to achieve its
growth strategy.

Products and Services. The Company expects to continue to enhance its systems in order to offer its
customers switched local services and other enhanced products and services in all of its networks as quickly as
practicable and as permitted by applicable regulations. The Company believes its ability 1o offer, market and
sell these additional products and services will be important to the Company’s ability to meet its long-term
strategic growth objectives, but is dependent on the Company’s ability to obtain the needed capital, additional
favorable regulatory developments and the acceptance of such products and services by the Company's
customers. No assurance can be given that the Company will be able 1o obtain such capital or that such
developments or acceptance will oceur.

Acguisitions. The Company intends to use the net proceeds of the Offering to expand its networks and
service offerings through internal developments and acquisitions, which could be material. Such acquisitions,
if made. could divert the resources and management time of the Company and would require integration with
the Company’s existing networks and services. There can be no assurance that any such acquisitions will occur

or that any such acquisitions, if made. would be on terms favorable to the Company or would be successfully
integrated into the Company’s operations.

Need To Obrain And Maintain Franchises, Permits And Rights-Of-Way

In order to acquire and develop its networks the Company must obiain local franchises and other permits,
as well as rights 10 utilize underground conduit and aerial pole space and other rights-of-way and fiber capacity
rom entities such as JLECs and other utilities, railroads, long distance companies, state highway authorities,
local governments and transit authorities. There can be no assurance that the Company will be able to
mainiain is existing franchises. permits and rights or 1o obtain and maintain the other franchises, permits and
rights needed 10 implement its business plan on acceptable 1erms. Although the Company doss not believe
that any of the existing arrangements will be canceled or will not be renewed 2s needed in the near future,
cancellation or non-renewal of certain of such arrangements could materially adversely affect the Company's
business in the affected metropolitan area. In addition, the failure 1o enter into and maintain any such required
arrangements for a particular network, including a network which is already under development, may affect
the Company’s ability 10 acquire or develop that network. See “Business — Company Network Architecture.”

Competition

In each of the markets served by the Company’s networks, the Company competes principally with the
ILEC serving that area. ILECs are established providers of local telephone services to all or virtually all
telephone subscribers within their respective service areas. ILECs also have long-standing relationships with
regulatory authorities at the federal and state levels. While recent FCC administrative decisions and initiatives
provide increased business opportunities 10 telecommunications providers such as the Company, they also
provide the JLECs with increased pricing flexibility for their private line and special access and switched
access services. In addition, with respect to competitive access services (as opposed to switched local
exchange services), the FCC recently proposed a rule that would provide for increased 1LEC pricing fiexibility
and deregulation for such access services either automatically or afier centain competitive levels are reached.
If the ILECs are allowed by regulators to offer discounts 1o large customers through contract 1ariffs, engage in
aggressive volume and term discount pricing practices for their customers, and/or seek to charge competitors
excessive fees for interconnection to their networks, the income of competitors to the ILECs, including the
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Company, could be materially adversely affected. If future regulatory decisions afford the ILECs increased
access services, pricing flexibility or other regulatory relief, such decisions could also have a material adverse
eflect on competitors to the ILEC, including the Company.

The Company also faces, and expects to continue to face, competition from other current and potential
market entrants, including long distance carriers seeking to enter, reenter or expand entry into the local
exchange market place such as AT&T Corp. (“*AT&T"), MCI Communications Corporation (“*MCI"),
Sprint Corporation (“Sprint”) and WorldCom, Inc. (*WorldCom™), and from other CLECs, competitive
access providers (“CAPs™), cable television companies, electric utilities, microwave carriers, wireless
telephone system operators and private networks built by large end-users. In addition, a continuing trend
toward combinations and strategic alliances in the telecommunications industry could give rise to significant
new competitors. The Telecom Act includes provisions which impose certain regulatory requirements on all
local exchange carriers, including competitors such as the Company, while granting the FCC expanded
authority to reduce the level of regulation applicable to any or all telecommunications carriers, including
ILECs. The manner in which these provisions of the Telecom Act are implemented and enforced could have a
material adverse effect on the Company’s ability 1o successfully compete against ILECs and other telecom-
munications service providers. The Company also competes with equipment vendors and installers, and
telecommunications management companies with respect to certain portions of its business. Many of the
Company's current and potential competitors have financial, pcrsopnc] and other resources, including brand
name recognition, substantially greater than those of the Company, as well as other competitive advantages
over the Company.

The Company also competes with long distance carriers in the provision of long distance services.
Although the long distance market is dominated by four major competitors. AT&T, MCI, Sprint and
WorldCom. hundreds of other companies also compete in the long distance markeiplace.

Regulation

The Company is subject 10 varving degrees of federal, siate and local regulation. In each state in which
the Company desires to offer its services, the Company is required 1o obtain authorization from the
appropriate state commission. Although the Company has received such zuthorization for each of its
operational markets, there can be no assurance that the Company will receive such authorization for markets
to be launched in the future. The Company is not currently subject to price cap or rate of return regulation,
nor is it currently required 1o obtain FCC authorization for the insiallation, acquisition or operation of its
network facilities. Further, the FCC has determined that non-dominant carriers, such as the Company and its
subsidiaries, are not required to file intersiate tariffs for interstate access and domestic long distance service on
an ongoing basis. On February 13, 1997, the United States Court of Appeals for the District of Columbia
cranied motions for a stay on the FCC detariffing order pending judicial review of that order. The result of this
stav is that carriers must continue to file tariffs for interstate long distance services. The FCC requires the
Company and its subsidiaries 1o file interstate 1ariffs on an ongoing basis for intersiate and international inter-
exchange traffic. The Company’s subsidiaries that provide or will provide intrastate services are also generally
subject 10 certification and 1arifl or price list filing requirements by state regulators. Although passage of the
Telecom Act should result in increased opportunities for companies that are competing with the JLECs, no
assurance can be given that changes in current or future regulations adopied by the FCC or state regulators or
other legislative or judicial initiatives relating 10 the telecommunications industry would not have a material
adverse eflect on the Company. In addition, although the Telecom Act provides incentives to the ILECs that
are subsidiaries of Regional Bell Operating Companies (“RBOCs™} to enter the long distance service market,
there can be no assurance that these ILECs will negotiate quickly with competitors such as the Company for
the required interconnection of the competitor's networks with those of the ILEC. On July 2, 1997, SBC
Communications Inc. (“SBC™) and its local exchange carrier subsidiaries filed a lawsuit in the United States
District Court for the Northern District of Texas challenging on Constitutional grounds the Telecom Act
restrictions applicable 1o the RBOCs only. The plaintiffs in the case seek both a declaratory judgment and an
injunction against the enforcement of the challenged provisions. See “Business — Regulatory Overview.”
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On December 31, 1997, the United States District Court for the Northern District of Texas issued a
decision holding that Sections 271 through 275, including the long distance entry provisions, of the Telecom
Act are unconstitutional because they violate the separation of powers principles and bill of attainder provision
of the U.S. Constitution. On February 11, 1998, the United States District Court for the Northern District of
Texas granted the CLECs' request for a stay of the December 31, 1997 decision pending appeal to the United
States Court of Appeals for the Fifth Circuit. That appeal is currently pending. If the stay is lifted, or if the
Fifth Circuit upholds the district court’s ruling, then the RBOCs would be free to enter the long distance
market, providing additional competition to the Company's bundied service offering. In addition, the district
court’s ruling would eliminate the long distance entry incentives under the Telecom Act that were designed to
promote interconnection between the ILEC and new competitors. The district court’s decision has been
appealed by the U.S. government and 2 number of other intervenors.

On May 8, 1997, the FCC released an order establishing 2 significantly expanded federal telecommunica-
tions subsidy regime which both increase the size of existing subsidies and created new subsidy funds. In the
May & order, the FCC also announced that it will soon revise its rules for subsidizing service provided to
consumers in high cost areas. The Company intends to make all subsidy payments required by law. See
*Business — Regulatory Overview.”

On July 18,1997, the United States Court of Appeals for the Eighth Circuit overturned many of the rules
the FCC had established pursuant to the Telecom Act governing the terms under which CLECs may, among
other things, interconnect with ILECs, resell ILEC services, lease unbundied ILEC network elements and
terminate traffic on ILEC networks. On October 14, 1997, the United States Court of Appeals for the Eighth
Circuit vacated the FCC's rule prohibiting ILECs from separating unbundled network elements that are
already combined. except at the request of the CLECs. These eighth Circuit decisions substantially limit the
FCC's jurisdiction and expands the state regulators’ jurisdiction to set and enforce rules governing the
development of local competition. As a result, it is more likely that the rules governing local competition will
vary substantially from state to state. Most states, however, have already begun to esiablish rules for local
competition that are consistent with the FCC rules overiurned by the Eighth Circuit. If a patchwork of state
regulations were 1o develop, it could increase the Company’s costs of regulatory compliance and could make

competitive entry in some markets more difficult and expensive than in others. See *“Business — Regulatory
Overview.”

Dependence on Large Customers

To date the Company has derived a substantial propertion of its revenues from certain large customers of
its competitive access services and its IVR enhanced communication service offerings, the loss of one or more
of which could have 2 material adverse effect on the Company’s operating results. The Company’s 10 largest
customers accounied for approximately 25%, 51% and 66% of the Company's revenues in 1997, 1996 and
1995, respectively. The Company does not have long-term service contracts with most of these customers. The
Company will continue 10 be dependent upon a small number of customers for a subsiantia! portion of its
revenues uniil such time, if at all, as the Company penerates substantial revenues from the provision of
switched local and long distance communications services.

Rapid Technological Changes; Licenses

The telecommunications industry is subject to rapid and significant changes in technology. The effect on
the Company of technological changes, including changes relating to emerging wireline and wireless
transmission and switching technologies, cannot be predicted. In addition, the Company from time to time
receives requests to consider licensing certain patents held by third parties that may have bearing on its IVR
and virtual communications center services. The Company considers such requests on their merits, but has not
1o date entered into any such license agreements. Should the Company be required to pay license fees in the

future, such payments, if substantial, could have a material adverse effect on the Company’s results of
operations. )
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Dependence an Key Personnel

The Company’s businesses are managed by a small number of key executive officers. the loss of certain of
whom could have a material adverse effect on the Company. The Company believes that its future success will
depend in large part on its ability to develop a large and sophisticated sales force and its ability 1o attract and
retain highly skilled and qualified personnel. Most of the executive officers of the Company, including the
presidents of its operating subsidiaries, do not have employment agreements. Although the Company has been
successful in attracting and retaining qualified personnel, there can be no assurance that NEXTLINK will not
experience a shortage of qualified personnel in the future.

Variability of Quarterly Operating Results

As a result of the significant expenses associated with the expansion and development of its networks and
services and the variability of the level of revenues generated throngh sales of NEXTLINK's JVR enhanced

communications services, the Company anticipates that its operating results could vary significantly from
period to period.

Conirol by Mr. Craig O. McCaw; Porential Conflicts of Interests

Craig O. McCaw, primarily through his majority ownership and control of Eagle River Investments,
L.L.C.. a Washington limited liability company (“Eagle River™), controls approximately 52% of the
Company’s total voting power. As a result, Mr. McCaw has the ability to control the direction and future
cperations of the Company. Mr. McCaw is not an executive officer of the Company and. in addition to his
investment in the Company through Eagle River. Mr. McCaw has significant investments in other
communications companics. including Nextel Communications, Inc.. Teledesic Corporation and Cable Plus
rc.. some of which could compete with the Company as a single source provider of telecommunications
services or et as a supplier 10 the Company of certain 1elecommunications services. The Company does not
Rave a noncompetition agreement with either Mr. McCaw or Eagle River. Mr. McCaw is not bound by any
coniraziual restrictions against sales of the Company’s common stock.

Porential Volatility of Stock Price

The muarket price of the Company’s common stock has been. and is likely to continue to be. volatile. The
market price of the common stock could be subject to significant fluctuations in response 10 a humber of
factors. sueh as actual or anticipated variations in the Company’s quarterly operating results, the introduction
of new products by the Company or its competitors, changes in other conditions or trends in the Company's
indusiry. hanges in governmental regulations, changes in securities analysts’ estimates of the Company's, or
its competitors® or industry’s. future performance or general market conditions. In addition, stock markets
have experienced extreme price and volume volatility in recent years, which has had 2 substantial efect on the

market prices of securities of many smaller public companies for reasons frequently unrelated 1o the operating
performance of such companies.

Item 7. Financial Statcments and Supplementary Data

The consolidaied financial statements of the Company are filed under this Item, beginning on page 44 of
this Report, and of NEXTLINK Capita) are filed under this Item, beginning on Page 61 of this Report.

Item 8. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.
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PART li
ltem 9. Directors and Executive Officers of the Company

MANAGEMENT

The following 1able sets forth the names, ages and positions of the executive officers and members of the
Company’s board of directors. Their respective backgrounds are described following the table.

Name Age Position

Steven W. Hooper(3) ..... 45 Chairman of the Board of Directors

Wayne M. Perry(1)....... 48 Vice Chairman and Chiefl Executive Officer

James F. Voelker(1) ...... 47 President and Director

George M. Tronsrue I11 .., 41 Chief Operating Officer

Jan Loichle.............. 50 Vice President, Chief of Local Exchange
Operations

Kathleen H. Iskra ........ 41 Vice President, Chief Financial Officer and
Treasurer

R. Bruce Easter, Jr........ 40 Vice President, General Counsel and Secretary

Charles P. Daniels ........ 4] Vice President, Chief Technology Officer

Michael J. McHale, Jr. .. .. 4] Viee President, Chief Marketing Officer

R. Gerard Salemme . ... ... 4 Vice President. External Affairs and Industry
Relations

Craig O. MeCaw .. ... ..., 4S Director

Dennis Weibling(1)(2)(3) 46 Director

Scotdarvis(2).......... .. 37 Director

Williamy A, Hoglund (1) (2) 44 Director

Sharon L. Nelson(3) .... .. 51 Direcior

Jefren S. Raikes ......... 39 Director

(1) Member of the Executive Committee
(2) Member of the Compensaiion Committes
(3) Member ¢f the Audit Committee

The following persons are the presidents of the Company’s operating subsidiaries:

Name Age Position
Hugh C. Cathey.......... 47 President of NEXTLINK Ohio, L.L.C.
Don Hillenmeyer ... ... .. 52 President of NEXTLINK Tennessee, L.L.C.
JeffiC.Stone. ... 40 President of NEXTLINK Interactive, L.L.C.
Dwayne Nielson .......... 43 President of NEXTLINK Utah, L.L.C.
Gary Rawding............ 46 President of NEXTLINK Pennsylvania, L.P.
Donald W. Sessamen. .. ... 64 President of NEXTLINK California, L.L.C.
Richard Kingston ......... 38 President of NEXTLINK llinois, Inc.

pircctors of the Company are elected annually at the annual meeting of shareholders. The next annual
meeting of shareholders is scheduled for May 1998. All of the officers identified above serve a1 the discretion

of the Board of Directors of the Company. There are no family relationships between any person identified
above.

.Thc Audit Commintee is responsible for reviewing the services provided by the Company's independent
auqnofs, consuling with the independent auditors on audits and proposed audits of the Company and
reviewing the need for internal auditing procedures and the adequacy of internal controls. The Compensation
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Commitiee determines executive compensation and stock option awards. The Executive Committee exercises,
to the maximum extent permitted by law. all powers of the Board of Directors between board meetings, except
those functions assigned to specific committees. The Board of Directors may establish additional committees
from time to time.

The following are brief biographies of persons identified above.

Steven W. Hooper. Mr. Hooper has been Chairman of the Board since July 21, 1997. Prior 1o that,
Mr. Hooper was Vice Chairman of the Company since June 16, 1997. Mr. Hooper was formerly President and
Chief Executive Officer of AT&T Wireless Services, Inc., following the merger with MeCaw Cellular. Prior to
being appointed President and Chiel Executive Officer, he served as Chief Financial Officer for two years.
This was preceded by five years as Regional President for Cellular One’s Pacific Northwest/Rocky Mountain
region, where his responsibilities included managing the cellular operations in six western states and Alaska.
Mr. Hooper is a member of the Audit Commitiee of the Board of Directors.

Warne M. Perry. M. Perry has been Chief Executive Officer of the Company since July 21, 1997 and
Vice Chairman of the Company since June 16, 1997. Mr. Perry was formerly Vice Chairman of AT&T
Wireless Services, Inc. since September 1994, following the merger with McCaw Cellular. Prior 10 the
merger, he served as Vice Chairman of the Board of McCaw Cellular since June 1989, and before that served
as President since December 1985, Prior 1o becoming President of McCaw Cellular, Mr. Perry served as
Executive Vice President and General Counsel and was primary Jegal officer from 1976 10 1985, Mr. Perry was
appointed Vice Chairman of the Board of LIN Broadcasting Corporation on March 5.1990. He also served as
Chzirman of the Bourd of Directors of the Cellular Telecommunications Industry Association, the nationwide

wireless industry assoziation. for the 1993/94 term. Mr. Perry is a member of the Executive Committee of the
Beard of Direciors.

Javies F. Voelher. Mr. Voelker has been the President of NEXTLINK since April 1995 and is
rssponsible for developing the cormpany vision and guiding overall operations. He is recognized as one of the
early entreprencurs in the business of building and delivering competitive local exchange service.
Mi Vozlker's career in telecommunications spans almost two decades and includes experience in very
diTerert segments of the industry in a variew of executive positions. From 1981 10 1984 he served as Vice
President of Sales, Marketing and Customer Service for Lexitel Corporation, the forerunner of Alinet
Communizations. Mr. Voelker co-founded Digite] Signal Inc. and served as Chief Operating Officer and

hief Executive Ofcer from 19585 through the company’s sale 10 SP Telecom in 1990. Digital Signal operated
2 natienwide fiker optic network supplying capacity, engineering. provisioning and operational support to over
one hundred interexchunge carriers. In the CAP arena, Mr. Voelker became Vice Chairman of City Signal
Inc.in 1982, which consiructed and operated networks in six markets. Subsequently, he served as its Chief
Execuiive Officer after the coripany merged with its sister company Teledial America to form U.S. Signal.
Buased in Grand Rapids. Michigan, U.S. Signal was one of the first fully certified CLECs in the country,
Mo Veelker has served as Vice Chairman of ALTS, the industry Association of Local Telephone Service
providers and as a direcior of Phoenix Network Inc.. a publicly held long distance company. Mr. Voelker is
also a member of the Executive Commitiee of the Board of Directors.

George M. Tronsrue MI. Mr. Tronsrue has been Chief Operating Officer of NEXTLINK since
October 1997. Prior to that. Mr. Tronsrue was part of the initial management team of ACSI from
February 1994 10 September 1997, and was responsible for planning and overseeing the operations of ACS]
for its first three vears serving as Chief Operating Officer, President, Strategy and Technology Development
Division and Executive Vice President, Planning and Development. Prior to that, Mr. Tronsrue served as the
Regional Vice President of the Ceniral Region of Teleport Communications Group (“TCG"), and as Vice
President, Emerging Markets overseeing the start-up of TCG's initial eight cable television partnerships.
Before TCG, Mr. Tronsrue was ai MFS Communications from its inception in 1987 until 1992. Ay MFS,
Mr. Tronsrue served as Vice President, Corporate Planning and Information Management; Vice President,
Field Sales: Vice President and General Manager for MFS New York during its first year of operations and
Executive Vice President, MFS Internet. Prior 10 MFS, Mr. Tronsrue served at MCI from 1983 10 1986 in a
variety of engineering and operations roles, culminating as Director of Operations, Michigan and Ohio.
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Jan Loichle. Ms. Loichle has been Vice President, Chief of Local Exchange Operations of NEXTLINK
since October 1996. Prior to that, Ms. Loichle was the President of NEXTLINK Solutions (the virtual
communications center) from July 1995. Prior 1o joining NEXTLINK, Ms. Loichle was Executive Vice
President at U.S. Signal in Detroit and Grand Rapids, Michigan from April 1993 to July 1993. At U.S. Signal
Ms. Loichle led the development of an enhanced service platform (Magic Number) from concept through
production system and implementation. From 1990 to 1993, Ms. Loichle was Assistant Vice President of
Finance for SP Telecom in San Francisco. Prior to that, Ms. Loichle was Vice President of Financial
Operations for Lexitel/Allnet/ALC in Birmingham, Michigan from December 1980 to Ociober 1989.

Kathleen H. Iskra. Ms. Iskra has been Vice President, Chief Financial Officer and Treasurer of .
NEXTLINK since January 1996. Prior to that, she was President and Chiel Executive Officer of Horizon Air,
a wholly owned subsidiary of Alaska Air Group. Prior to her appointment at Horizon Air, Ms. Iskra served as
stafl Vice President of Finance and Controller of Alaska Airlines and Alaska Air Group. Ms. Iskra's service
with Alaska began in 1987, when she was appointed Controller. Prior to joining, Alaska, she was an audit
manager with Arthur Andersen.

R. Bruce Easter, Jr. Mr. Easter has been Vice President, General Counse! and Secretary of
NEXTLINK since January 1995. From 1986 to December 1994, Mr. Easter was an associate and then
partner in the law firm of Davis Wright Tremaine in Seattle, Washington, where he focused on communica-
tions law and media matters.

Ckarles P. Daniels. Mr. Daniels has been Vice President, Chief Technology Officer since July 1997.
Prior to that, Mr. Daniels was Vice President, Chief Marketing Officer of NEXTLINK from November 1995,
From 1992 to 1993, Mr. Daniels worked for MCI where he was the founder and Program Manager of the
network MCI Developers Lab. Mr. Daniels was also a founding member of MCl's Advanced Technology
Group. Prior to joining MCI, Mr. Daniels worked for Manufacturers Hanover Trust from 1989 10 1992 as
Vice President/Strategic Technology and Research. where he was responsible for evaluating and implement-
ing new technologies that either reduced costs or generated new revenue.

Michael J. McHale, Jr. Mr. McHale has been Vice President, Chiel Marketing Officer since Novem-
ber 1997. Prior to joining NEXTLINK, Mr. McHale served as Vice President and General Manager of the
Phoenix market and Regional Vice President at Teleport Communications Group, Inc. from 1993. developing
the Phoenix market from its inception. Prior 10 that. from 199] 1o 1993, he was Vice President, Product
Marketing 2nd Develooment at MFS Intelenet, Inc. and was responsible for planning and implementing
MES’s initizl introduction of switched services in New York Ciny.

R. Gerard Salemme. Mr. Salerime has been Vice President, External Affairs and Industny Relations
since July 1997, Prior 10 joining NEXTLINK. Mr. Salemme was Vice President, Government Affzirs at
AT&T Corp. from December 1994. Prior 1o joining AT&T Corp., Mr. Salemme was Senior Vice President,
External Affairs at McCaw Cellular from 1991 1o December 1954,

Craig 0. McCaw. Mr. McCaw has been a director of the Company since September 1994 and was Chiefl
Executive Officer of NEXTLINK from September 1994 to July 21, 1997. Mr. McCaw is also Chairman and
Chief Executive Officer of Eagle River. a company formed and owned by Mr. McCaw 10 make strategic
investments in telecommunications ventures. Mr. McCaw was the founder. Chairman and Chief Executive
Officer of McCaw Cellular, the nation's leading provider of wireless communications services, until the
company was sold 1o AT&T in August 1994. Prior 1o entering the cellular telephone business in 1983,
Mr. McCaw was requested by his family to assume responsibility for the daily operations of a small cable
television operation in Centralia, Washington, that he and his three brothers owned. The one-sysiem operation
serving 4,000 subscribers eventually grew to be the nation’s 20th largest cable operator serving 450,000
subscribers. In 1974, the cable company’s services expanded by entering the paging and conventional mobile
telephone industries. The company eventually became the fifth largest paging operator in the country, serving

- approximately 320,000 subscribers in 13 states. In 1981, the company began to develop broad-based cellular
telephone services. Later, McCaw Cellular became the nation's largest cellular telephone operator, with
cellular system positions in more than 100 U.S. cities, representing more than 100 million potential customers.
The company 2lso had interests in wireless data transmissions, personal communications services, air-to-
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ground phone systems and satellite communications at the time of its sale 10 AT&T. Mr. McCanw is one of the
two principal owners of Teledesic Corporation, which in March 1994 announced plans for a worldwide
satellite-based telecommunications system. Mr. McCaw is indirectly a significant stockholder. a director and
Chairman of the Operating Committee of Nextel Communications, Inc.. a provider of wireless telecommuni-
cations services. Mr. McCaw is also a director of Cable Plus, Inc.

Dennis Weibling. Mr. Weibling has been a director of the Company since January 1997 and had been
Executive Vice President of NEXTLINK since September 1994. Mr. Weibling is also President of Eagle
River, Inc., since October 1993. Mr. Weibling is a director and member of Nexte) Communications, Inc.'s
Board of Directors and operations, audit and' compensation committees. Nexte] is a leading provider of
integrated wireless communications services for teams of mobile workers. Mr. Weibling serves on the board
and executive committee of Teledesic Corporation, a satellite telecommunications company backed by
Mr. McCaw and Microsoft founder Mr. William Gates. Mr. Weibling is 2 director of Cable Plus, one of the
leading providers of private cable television and telephony service 1o residential apartment complexes.
A licensed certified public accountant in Washington, Mr. Weibling is 2 member of the American Society of
Cenified Public Accountants and the Washington Society of Certified Public Accountants. In addition,
Mr. Weibling is a licensed attorney in Ohio and a member of the American Bar Association and Ohio State
Bar Association. Mr. Weibling is also 2 member of the Executive, Compensation and Audit Committees of
the Board of Directors.

Scor Jarvis. Mr. Jarvis has been a director of the Comipany since January 1997 and. prior 1o that, had
been Executive Vice President of NEXTLINK since September 1994, and was a Vice President of Eagle
River, Inc. from October 1994 through April 1996. Mr. Jarvis is the co-founder and since March 1997 has
been a member of Cedar Grove Partners, L.L.C. Prior to that. Mr. Jarvis was the acting President of the
Company from September 1994 10 April 19953, Prior 10 Joining Eugle River, Inc.. Mr. Jarvis served as Viee
President of McCaw Development Corporation from 1992 10 1994 and of McCaw Cellulur from 1983 through
1994, During his tenure at McCaw Cellular, Mr. Jarvis served in the positions of General Manager from 1990
1o 1993, Vice President of Acquisitions and Development from 1988 10 1990 and Assistant Vice President
from 1985 to 1988. Mr. Jarvis also recently served on the Board of Directors or executive committees of:
NEXTEL Communications, Inc.. PriCellular Corporation, Horizon Cellular Group, Los Angeles Cellular

tlephone Company, Cellular 2000 Partnership, Cybertel Cellular Telephone Company (St. Louis), North-
west Cellular Partnership, and Movite] del Noroeste (Mexico Region). Mr. Jarvis has also served as the
President of the Iberia Cellular Telephone Company from 1991 10 1994. Mr. Jarvis is also a member of the
Compensation Commitiee of the Board of Directors.

William A. Hoglund. Mr. Hoglund has been a director of the Company since January 1997 and. prior 1o
that, had been Executive Vice President of NEXTLINK since Februzry 1996. Mr. Hoglund is also Vice
President and Chief Financial Officer of Eagle River. Inc. since January 1996. Prior 1o joining Eagle River,
Inc., Mr. Hoglund was Managing Director of J.P. Morgan & Co. in its investment banking group.
Mr. Hoglund was employed by J.P. Morgan & Co. from 1977 through 1995, focusing for the past nine vears on
clients in the telecommunications, cable and mediz industries. Mr. Heglund is also 2 member of the Executive
and Compensation Committees of the Board of Directors.

Sharon L. Nelson. Ms. Nelson has been director of the Company since September 1997 and, prior to
that, was Chairman of the Washington Untilities and Transportation Commission (“WUTC") from Febru-
ary 11, 1985 umiil her resignation on August 15, 1997. Prior 1o serving on the WUTC. Ms. Nelson served as
stafl coordinator for the Washingion State Legislature’s Joint Select Committee on Telecommunications
(198310 1985), an attorney in private practice (1982 1o 1983), legislative counsel to the Consumers Union of
the United States (1978 to 1981), staff counse! to the Commerce Committee of the U.S. Senate (1976 10
1978) and secondary school teacher of history and anthropology (1969 to 1973). Ms. Nelson is also the past
president of the National Association of Regulatory Utility Commissioners. Ms. Nelson also served or the
Federal-State Joint Board on Universal Service created under the Telecom Act and as one of the Z0-member
negotiating team appointed by the Governors of Washington, Idaho, Oregon and Montana to review the

Northwest electric power system. Ms. Nelson is also a2 member of the Audit Commitiee of the Board of
Directors.



Jeffrey S. Raikes. Mr. Raikes has been a director of the Company since September 1997. He is also a
member of the Executive Committee and the Group Vice President, Sales and Marketing of Microsoft
Corporation. As Group Vice President, Mr. Ruikes has responsibility for Microsoft's worldwide customer units
as well as sales, marketing. support and service in the United States and Canada. Prior 1o joining the
Executive Comimittee in July 1996, Mr. Ruikes was Senior Vice President of Microsoft North America since
1993. Prior 10 serving as Senior Vice President of Microsoft North America, from 1990, Mr. Raikes was Vice
President of Oftice Systems, where he was responsible for the development and marketing of word processing.
workgroup applications and pen computing. From 1984 10 1990, Mr. Raikes was the Director of Applications
Marketing, where he was the chief strategist behind Microsoft's graphical applications for the Apple
Macintosh and Microsoft Windows as well as leading the product strategy and design of Microsoft Office.
Mr. Raikes is also a member of the University of Nebraska Foundation and a Trustee of the Washington State
University Foundation

The following individuals are the senior management of the Company’s subsidiaries.

Hugh C. Cathey. Mr. Cathey has been the President of NEXTLINK Ohio since August 1996. Prior to
joining NEXTLINK, Mr. Cathey had nearly 20 years of experience in the telecommunications industry.
Mr. Cathey was President and Chiel Executive Officer of Digita] Network, Inc., a publicly traded, facilities-
based long distance company based in Dallas, Texas. From 1989 to 1993, Mr. Cathey served as President and
Chief Executive Officer of United Telemanagement, Inc. Prior 10 that, Mr. Cathey held sales and product
management positions of increasing responsibility with AT&T, culminating as the senior executive of a
business unit of AT&T with annual revenues of approximately $100 million. During Mr. Cathey's tenure at
United Telemanagement, Inc.. that company filed a petition under .he Federal bankruptey laws,

Don Hillermeyer. Mr. Hillenmever has been the President of NEXTLINK Tennessee since
M.rch 1995 Prior 10 jeining NENTLINK in Murch of 1995, M. Hillenmeyer was president of MCMG, Inc..
3 Naoshville-bused wireless communications management consulting and operations firm specializing in
running Rural Service Areas for indzpendent cellular telephone owners. Before founding MCMG, Inc.,
Mr. Hilienmever held various senior management positions at McCaw Cellular and was responsible for
13 southern siates from Auvgust 1986 to February 1990.

Jefi C. Stone. Nr. Stone has been the President of NEXTLINK Interactive (the IVR subsidiary) since
August 1, 1997, Prior 1o jeining the Compazny. Mr. Stone was Vice President and General Manager for the
Western Region of WerldCom. Ine. (previously MFS Telecom. Inc.) from 1994 10 July 1997. Prior to that,

from 1989 10 194, Mr. Stone was the Director of Sales and Marketing of Associated Communications of
Los Angeles.

Dwayue Nielson Mr. Nielson has been President of NEXTLINK Utzh since Februany 1996. Prior to
Joining NENTLINK. Mr. Nielson was Assistant Vice President. Consumer and Small Business Market, at
Sprint. Cerporation from Oztober 1954 1o February 1996. Prior 10 that, from August 1985 through
Ocztober 1932, Mr. Nielson held a variety of sales and marketing positions at Sprint and United Telephone.

Gary Rawding. M. Rawding has been President of NEXTLINK Pennsylvania since September 1994,
Prior to founding Penns Light Communications. Inc.. certain assets of which were acquired by the Company
in Sepiember 1994, he served as Viee President of Sales and Marketing at Eastern TeleLogic Corporation

from 1989 until 1993. Prior 10 joining Eastern TeleLogic, Mr. Rawding held various positions with Bell
Atlantic Corporation.

Donald W. Sessamen. Mr. Sessamen has been President of NEXTLINK California since Novem-
ber 1996. Prior 10 that, Mr. Sessamen acted as a consultant to NEXTLINK. Prior to acting as a consuhiant to
the Company, Mr. Sessamen Joined Brooks Fiber California in 1994 as President, after the company acquired
Phoenix Fiberlink. At Brooks Fiber California, Mr. Sessamen completed the installation of the San Jose
system and managed the entry into swiiched services in the Sacramento market. From 1991 to 1994,
Mr. Sessamen was Executive Vice President of Operations, Engineering and MIS at SP Telecom, 2 fiber optic
systems constructicn and wholesale transmission company using Southern Pacific Railroad rights-of-way east
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of the Mississippi River. At SP Telecom, Mr. Sessamen led SP Telecom's entry into switch-based products
utilizing the Northern Telecom DMS 250 Super Node, introducing innovative switch-based products.

Richard Kingston. Mr. Kingston has been the President of NEXTLINK Illinois since July 1997. Prior
to joining NEXTLINK, Mr. Kirgston was the Western Regional Vice President/General Manager of
American Communications Services, Inc. from April 1994 to July 1997. Prior to that, Mr. Kingston operated
his own telecommunications company. King Communications, Inc. from January 1992 10 January 1994, From
December 1990 10 January 1992, Mr. Kingston was West Region Agent Manager for Telesphere Communica-
tions, Inc. and from 1988 to December 1990. Mr. Kingston was Director of Carrier Sales at MFS Communi-
cations Company, Inc. . ’

Section 16(a) Beneficial Ownership Reporting Compliance

Information regarding compliance with Section 16(a) of the Securities Exchange Act of 1934 is set forth
under the caption “Section 16(a) Beneficial Ownership Reporting Compliance™ in the Company's Proxy
Statement relating to the Company's annual meeting of sharcholders to be held on May 20, 1998, and is
incorporaied herein by reference. Such Proxy Statement will be filed within 120 days of the Company's year
end.

Item 10. Executive Compensation

Information called for by Part I11. Ttem 10. is included in the Company’s Proxy Statement relating to the
Compuny's annual meeting of sharcholders 1o be held on May 20, 1998, and is incorporated herein by
reierence. The information oppears in the Proxy Staiement under the caption “Compensation of Executive
Ofcers” Suzh Prony Statement will be filed within 120 days of the Company's vear end.

ltem 1. Sccurity Ownership of Certuin Bencficial Owners and Management

Infermation called for by Purt 111 Tiem 11, is included in the Company’s Proxy Statement relating to the
Cempary's annual meeting of sharehelders to be held on May 20, 1998, and is incorporated herein by
referenze. The information 2ppears in the Prony Statement under the caption “Ownership of Certain
Benerizial Owners.™ Such Provy Statement will be filed within 120 days of the Company’s vear end.

Ttem 12, Certain Relationships and Related Transactions

Information called for by Part 111 ftem 12 is included in the Company’s Proxy Statement relating 1o the
Compary's anrual meeting of shareholders 10 be held on May 20, 1998, and is incorporated herein by
refererce. The information appewrs in the Proxy Statement under the caption “Certain Relationships and
Relaied Transuctions.” Such Proxy Statement will be filed within 120 days of the Company’s yvear end.
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Item 13. Exhibirs, Financial Statement Schedules and Reports on Form 8-K

(2) Financial Statements

NEXTLINK Communications, Inc.
Report of Independent Public Accountants ................................... 43

(b)

Consolidaied Statements of Operations for the Years Ended December 31, 1997

and 1996

Consolidate Statements of Changes in Shareholders’ Equity (Deficit) for the Years Ended
December 31,1997 and 1996 .................. ... ... ... 0= 46

Consolidated Statements of Cash Flows for the Years Ended December 31, 1997 and

1996 ..o e 47
Notes to Consolidated Financial Statements ................ooovieeeoneonn 48
NEXTLINK Capital, Ine.

Repont of Independent Public Accountants ....................oooeoo 60
Balance Sheets as of December 31,1997 and 1996. oot 61
Note to Balance Sheets. ... 62

List of Exhibits:

Exhibit No.

£
oy

4.6

4.7

10.1
10.2
10.3

Deseription
s poon

Articles of Incorporation of NEXTLINK Communications Inc.(2)

By-laws of NEXTLINK Communications. Inc.(2)

Articles of Incorporation of NEXTLINK Capital. Inc.(1)

By-laws of NEXTLINK Capital, Ine.(1)

Form of Exchange Note Indenture. by und among NEXTLINK Communications.

Inc. and United States Trust Company of New York. as trustee. relating 1o the
Exchange Notes, including form of Exchange Notes.(2)

Certificate of Designations of the Powers, Preferences and Relative, Participating.
Optionzl znd Other Special Rights of 14% Senior Exchangeable Redeemable
Preferred Shares and Qualifications. Limitations and Restrictions Therzof.(2)

Form of stock certificate of 14 Senior Exchangeable Redeemable Preferred
Shares.(2)

Indenture. dated as of Apri) 23. 199¢. by and among NEXTLINK Communications.
Inc., NEXTLINK Capital, Inc. and United States Trust Company of New York. as
Trustee, relating to 124% Senior Notes due April 15, 2006. including form of global
note.(1)

First Supplemental Indenture, dated as of January 31, 1997, by and among the
Company, NEXTLINK Communications. L.L.C., NEXTLINK Capital and United
States Trust Company of New York, as Trustee.(2)

Form of Indenture between United States Trust Company, as Trustee and
NEXTLINK Communications, Inc., relating to the 9%% Senior Notes due 2007.(3)

Form of Indenture between United States Trust Company, as Trustee and
NEXTLINK Communications, Inc., relating to the 9% Senior Notes Due 2008,

Stock Option Plan of the Company.(2)
First Amendment to Stock Option Plan of the Company.

Registration Rights Agreement dated as of January 15, 1997, between the Company
and the signatories listed therein.(2)
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Exhibit No.

10.4

10.5

10.6

21
271
27.2

Description
Preferred Exchange and Registration Rights Agreement, dated as of January 31,
1997. by and among the Company and the Initial Purchasers.(2)

Fiber Lease and Innerduct Use Agreement, dated as of February 23, 1998, by and
between NEXTLINK Communications. Inc. and Metromedia Fiber Nerwork,
Inc.(4)

Anmendment No. 1 to Fiber Lease and Innerduct Use Agreement, dated as of
March 4, 1998, by and between NEXTLINK Communications, Inc. and Metromedia
Fiber Network, Inc.(4) )

Subsidiaries of the Registrants.
Financial Data Schedule for the year ended December 31, 1997,

Financial Data Schedule, restated for the periods ended December 31, 1996, June 30,
1997 and September 30, 1997.

(1) Incorporated herein by reference to the exhibit filed with the Registration Statement on Form S-4 of

NEXTLINK Communications, L.L.C. (the predecessor of NEXTLINK Communications, Inc.) and
NEXTLINK Czpital, Inc. (Commission File Neo. 333-4603).

Incorporated herein by reference to the exhibit filed with the Annual Report on Form 10-KSB for the
vear ended December 31, 1996 of NEXTLINK Communicatiens, Inc. and NEXTLINK Capital, Inc.
(Commission File Nos. 333-03603 and 333-04603-01).

Incorporzted herein by reference 1o the exhibit filed with the Registration Statement on Form S-1 of
NEXTLINK Communications. Inc. (Commission File No. 333-32003).
Portions of this exhibit vere omined and filed separately with the Secretany of the Commission pursuant

o the Jssuer's Application Requesiing Confidential Treatment under Rule 24(b)-2 of the Sscurities
Exchange Act of 1934,

(¢) Reporis on Form 8-k

None.



REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Board of Directors of NEXTLINK Communications, Inc.:

We have audited the accompanying consolidated balance sheets of NEXTLINK Communications. Inc.
(a Washington Corporation) and subsidiaries as of December 31, 1997 and 1996, and the related consolidated
statements of operations, changes in shareholders’ equity (deficit) and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial -
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of NEXTLINK Communications, Inc. and subsidiaries as of December 31, 1997 and 1996,

and the results of their operations and their cash fiows for the years then ended in conformity with generally
accepted accounting principles.

ARTHUR ANDERSEN LLP

Seattle. Washingion,
March 12, 1558
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NEXTLINK Communications, Inc.

CONSOLIDATED BALANCE SHEETS
(Dollars in thousands, except per share amounts)

ASSETS
December 31,
1997 1996
Current assets:
Cash and cash equivalents . ...ttt i S 389,074 S 76,807
Marketable SeCUMtIES ottt ittt ittt ettt et 353,283 47,713
Accounts receivable, Met. L . i e e, 22,955 7,008
Other ........ N e et e s e b ea e e e e ettt ettt e narttaaeenean 4,530 607
Pledged secumties ..ot e i e e 41,425 39,770
T Ota] U N BS80S . vttt ittt ittt tereereeneeasannnnnens 811,267 171,905
Pledped SeCUMItIES ..ottt it ettt e 21,185 61,668
Property angd equipment, Met . ...ttt i i i e 253,653 97,784
Goodmil], Mt e e e 52,278 24,110
O T T 1T 78,770 35,216
Total assets ... e e $1.217.153 $350.683
LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIT)
Current lizbilities:
Accounts payable L. S 26776 S 18,622
ACCTLEd EXPENSES 13,082 4,112
Notes pavable ..o 8,234 -
Accrued mmierest pavable .. L 18,880 9.250
Current peortion of capital lease obligations ............ ... ... ... ... ..... 2,610 1,164
Payableto affiliate ... o —_ 1,500
Towal current Habiliuies . 69.582 34,678
Lomg-termydebt oo 750,000 350,000
Capital Jease obligations . ... .o i 7.640 6,262
Deferred compensation. ... i —_ 10,289
Other long-term liabilities ... o 3.179 2.850
Towal liabilities. .. §30,401 404,079
Commitmen:s and contingencies
MInority INIETESIS Lo 23 308
Redeemable preferred stock (par value S0.01 per share. aggregate liquidation
preference £323,478: 6.322,031 and O shares issued and outstanding in 1997
and 1996, respectively) .o 313.319 —_
Class B common stock, subject 1o redemption (par value $0.02 per share, 519,950
and O shares issued and outstanding in 1997 and 1996, respectively) .. ......... 4950 —
Ecuity units subject 1o redemption (0 and 397,202 units outstanding in 1997
ant 1996, TespeCtivelN ) . L —_ 4,950
Shareholders’ equity (deficit):
Common stock, par value $0.02 per share. stated at amounts paid in; Class A,
110.334,000 shares authorized, 19,167,899 and O shares issued and
outstanding in 1997 and 1996, respectively; Class B. 44,133,600 shares
authorized, 33,746,573 and 0 shares issued and outstanding in 1997 and
1996, respectively L . 330,561 -_
Deferred compensation . . ouuut it (9,596) -—
Accumulated deficit .. (252,508) (84,181)
Members' capital (28,154,509 units, all of which are outstanding in 1996) ... — 635,527
Total shareholders” equity (deficit) .....vnveenernenrenreeennn.. 68,460 (18.654)
Total liabilities and sharcholders’ equity (deficit)......oovuveen..... $1.217.153 $350.683

Sec accompanying notes to consolidated financial statements.
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NEXTLiNK Communications, Inc.

CONSOLIDATED STATEMENTS OF OPERATIONS
(Dollars in thousands, except per share amounts)

...................................................................

..............................................................

.........................................

Deferred compensation
Depreciation
AMOTUZAON ...ttt it e e e e
Total costs and expenses

Loss from operations
Interest income

...................................................

............................................................

.............................................
.........................................................
.............................................................

...................................................................

Preferred siock dividends and accretion of preferred stock redemption obligation,
INClUGIng ISSUe COSIS ..o

Net loss zpplicabls 1o common shares

Pro forma:
Net loss per share

Shares used in coriputation of pro forma net lass per share (1996 amounts have
been adjusted for conversion of membership units into shares of the Company’s
Class A and Class B commion siock upon incorporation; see Note 9)

See accompanying notes 1o consolidated financial statements.
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Year Ended December 31,

1997 1996

S 51,579 $ 25686
54,031 25,094
75,732 31,353
3,247 9.914
18,851 6,640
8,339 3,700
160.200 76.701

(102,621) (51.015)
27,827 10,446

(54.49%5) (30.876)

(129,289) (71,445)
285 344

S (128,004)

(39.320)

)

(71,101)

S (168324)

S (3.91)

43.032.885

S

s

(71.101)

(1.81)

38.312.482



NEXTLINK Communications, Inc.

CONSOLIDATED STATEMENTS OF CHANGES
IN SHAREHOLDERS' EQUITY (DEFICIT)
(Dollars in thousands)

Common Stock

i Uiyt

Shares Deferred Accumulated  Members®
Class A Class B Amount  Compensation Deficit Capital Total
Balance at December 33, 1995, ............ - © =8 - S - S (13,080) $459,799 S 36719
Contributed capital .................... - -—_ -—_ - —_ 9.502. 9.502
Issuance of units for NEXTLINK Ohio
ACQUISItION. ... .o -— —_ -— - -— 652 €52
Impact of recapitalization and merger of
affiliates. ...l — - - - —_ 5574 5,574
Netloss..oovneeiiiiiiiiiiiiinnannnn. -— - -— - (71,101) — (71.101)
Balance at December 31, 1996............. - -— -— -— (84,181) 65,527 (18,654)
Merger of NEXTLINK Communications,
L.L.C with and into NEXTLINK
Communications, Inc. ................ —  36,163.2%9 65,527 -— - (65527 -—
Conversion of Equity Option Plan into
Employee Stock Optien Plan........ .. _— - 15,363 (4.234) — - 11,129
Issuance of compensatory stock optiens . .. - - 4872 (4.872) -_— - -
Compensation atributable 10 stock eptions
VESUHNE ..o - - - 2335 - - 2335
Issuance of commen stock under leasing
ArTanLEMENt L. 176,334 — 1,400 - - — 1,400
Issuzrce of cemmen stock upon exercise of
SIOCK OPUONS ... ... 672.878 821.314 115 - - — 115
Issuance of common stock in initial public
offering .. ... 14.280.000 —  226.760 - — - 226.760
Sale of common s1ock by selling
shareholder in initiz! public offering .. .. 3.200.000  (3.200.000) - - -— - —
Issuznce of ecmmeon stock in acquisitions 698,487 - 16,524 - - - 16.524
Comversion of Class B common stock into
Class A common stoek ... ... ... .. 140.000 {140.000) —_ - - -— -—
Leans to officers for income taves paid
upon exercise of stock cptions ...... ... - - — (2.825) -— —_ (2.825)
Cumulative redeemable preferred stock
dividends and accretion of preferred
stock redempiion obligation. including
ISSUE COSIS .. ..o -— — - -_— (39,320) -— (39,320)
Nerloss.oooov i i —_ — — —_ (129.004) — (129,004
Balance at December 31,1997............. 19.167.899 33736373 $330.56) ${9.39¢) $(252.505) §  — § 68.460

Sce accompanying notes to consolidated financial statements.
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Net cash used in operating activities

NEXTLINK Communications, Inc.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in thousands)

OPERATING ACTIVITIES:
= T S
Adjustments to reconcile net loss 10 net cash used in operating activities:

Deferred compensation eXpense .. o..vuvirneierieneceecaninoreennnnes
Equity in loss of affiliates .. ..o i,
Depreciation and amortization .. ...ivinveeerertnnneneecerseesencens
Minority interests in Joss of consolidated subsidiaries .........cevuennn..

Changes in assets and liabilities, net of effects from acquisitions:

Accounts receivable
Other CLUTTENT 285818 . L ottt it ie e eaiie ettt eenenaannanns
Other long-term assets
Accounts Payable L L. e e e
Accrued expenses and other liabilities
Accrued interest payvable

...............................................

............................................

............................................

.....................................

Year Ended December 31,

INVESTING ACTIVITIES:
Purchase of preperty and equipment

Investment in assets of acquired businesses (net of cash acquired) ...........
Cash withdrawn from (placed into) escrow 1o be used in business acquisition ..

Invesiments in unconsclidated z2fiiliates
Purchase of pledgzed securities
Mawrnity of pledged securities
Purchase ¢f marketable securities, net
Net cash used in investing activities

FINANCING ACTIVITIES:
Net proceeds from issuance of redzemable preferred stock
Capital coniributions
Prozeeds frem pavable 1o affiliates
Repayment of payable 1o affiliates
Repayment of capital lease obligations
Repayment of notes payvable
Bank overdraf
Net proceeds from sale of common stock
Proceeds from sale of senior notes
Proceeds from issuance of common stock upon exercise of stock options
Costs incurred in connection with financing
Loans to officers for income 1axes paid upon exercise of stock options
Net cash provided by financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of year

.................................

.......................................

.......

...............................

.................................

..............................

...................................

1997 1996
$(129,004) S (71,101)
3,247 9914
2,544 1,100
27,190 10,340
(285) (344)
(11,206) (1,659)
(1,953) (42)
(1,208) (1,430)
4,116 993
2,434 2416
9.630 9.250
(54,493) (40,563)
(142,170) (31.920)
(61.609) (15.169)
6,000 (6.000)
(6.766) (4.953)
- (117.688)
39,920 16,431
(303.570) (47.713)
(470,193) (227.012)
274,000 -—
—_ 9,633
- 28,766
(1,500) (33,703)
(1,939) (771)
(5,926) —
- (1,373)
226,760 -—
400,000 350,000
115 -
(11,728) (9.822)
(2.825) —
876,957 343,032
312,267 75,457
76,807 1,350
$ 389.074 § 76.807

See accompanying notes 1o consolidated financial statements.
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NEXTLINK Communications, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 1997 and 1996

1. Organization and Description of Business

The consolidated financial statements include the accounts of NEXTLINK Communications, Inc., a
Washington corporation, and its majority-owned subsidiaries (collectively referred 1o as the Company). The
Company, through predecessor entities, was formed on September 16, 1994 and, through its subsidiaries,
provides competitive local, long distance and enhanced telecommunications services in selected markets in the
United States. The Company is a majority-owned subsidiary of Eagle River Investments, L.L.C. (Eagle
River).

The competitive local telecommunications service business is a capital intensive business. The develop-
ment of the Company's businesses and the installation and expansion of its networks require significant
expenditures. a substantial portion of which must be made before any revenues may be realized. These
expenditures, together with the associated early operating expenses, have resulied in negative cash fiow and
operating losses, which have been substantially financed with the proceeds from public sales of debt and equity
securines.

2. Summary of Significant Accounting Policies

Principles of Consolidation

The Company’s financial siatements include 100% of the assets, lisbilities and results of operations of
ubsidiaries in which the Company has a controlling interest of greater than 50%. The ownership interests of
the other members or partners in such subsidiaries are reflected as minority interests. The Company's
invesiment in Telecommunications of Nevada, L.L.C.. (Nevada L.L.C.) a limited liability company in which
the Compary has 2 40% interest and which operates 2 network that is managed by the Company in Las Vepas,
Nevaca. is accounted for on the equity method. Investments in entities in which the Company has voting
interests of not more than 20% are accounted for on the cost method. All significant intercompany accounts
arnd transaciions have been eliminated.

Cast: ar.? Cash Equivalents

The Cemipany considers all highly liquid invesiments with maturities of three months or less at the time
of purchase 10 be cash equivalents.

Markeiable Securities

Markewable securities consist of U.S. government and other securities with original maturities beyond
three months. Marketable securities are stated at cost, adjusted for discount accretion and premium
amortization. The securities in the Company's portfolio are classified as ““held to maturity,” as management

has the intent and ability 1o hold those securities to maturity. The fair value of the Company's marketable
securities approximates the carrying value.

Pledged Securities

In connection with the sale of 12%% Senior Notes (see Note 6), a portion of the net proceeds was
utilized to purchase 2 portfolio consisting of U.S. government securities, which mature at dates sufficient 1o
provide for payment in full of interest on the 1214% Senior Notes through April 15, 1999. The pledged

secunties are stated at cost, adjusted for premium amortization and accrued interest. The fair value of the
pledged securities approximates the carrying value.
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NEXTLINK Communications, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
December 31, 1997 and 1996

Property and Equipment

Property and equipment are stated a1 cost. Direct costs of construction are capitalized, including
$1,793,000 and $853,000 of interest costs related to construction during 1997 and 1996, respectively.
Depreciation is computed using the straight-line method over the estimated useful lives of the assets.

Estimated useful lives of property and equipment are as follows:

Telecommunications networks ......... Chereeeaneas 5-20 years
Office equipment, furniture and other............... 3-5 years
Leaschold improvements................oeun..... the lesser of the

estimated useful lives
or the terms of the
jeases

Iniangible Assets

Intangible assets primarily represent costs allocated in acquisitions to customer bases and contracts,
software and related intellectual property and goodwill. Intangible assets are amortized using the straight-line
method over the estimated useful lives of the assets as follows:

Customer contracts ..................o oo term of the contracts
Custemerbases. ... .. ... .. ... .. . . 5 years

Software and related intellectual property ......... ... 5 yvears

Goodwill ... 15-20 yvears

Costs incurred in connection with securing the Company’s debt facilities. including underwriting and
advisory fees and other such costs, are dsfzrred and amortized over the term of the financing using the
sirzight-line method.

Dicome Teaxes

Prior 10 Januany 31, 1997, the Company was organized and operated as a limited liability company that
was classified and 1aved as a partnership for federal and state income 1ax purposes. Effective February 1. 1957,
the Compary became subject 1o federal and siate income taes directly as a C corporation.

The Company accounts for income taxes in accordance with the provisions of Statement of Financial
Accounting Standards No. 109, “Accounting for Income Taxes™ (SFAS 109), which requires that deferred
income laxes be determined based on the estimated future tax effects of differences between the financial
statement and tax bases of assets and liabilities given the provisions of the enacted 1ax Jaws.

Revenue Recognition

The Coinpany recognizes revenue on telecommunications and enhanced communications services in the
period that services are provided.

Pro Forma Net Loss Per Share

Pro forma net loss per share has been computed using the number of shares of common stock and
common stock equivalents outstanding. Pursuant 10 Securities and Exchange Commission Stafl Accounting
Bulletin No. 98 (SAB 98), issued in February 1998, nominal issuances of shares during the twelve-month
period preceding the date of the initial filing of the Registration Siatement have been included in the
calculation of common stock equivalent shares as if such shares and options were outstanding for all periods
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NEXTLINK Communications, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {Continued)
December 31, 1997 and 1996

presented. The provisions of SAB 98 require retroactive application: as such, pro forma net Joss per share

amounts and shares used in computation of pro forma net loss per share for all prior periods have been
restated.

In February 1997, the Financial Accounting Standards Board issued Statement No. 128, “Eamnings Per
Share” (SFAS 128), which revises the calculation and presentation provisions of Accounting Principles Board
(APB) Opinion No. 15 and related interpretations. SFAS 128 is effective for the Company’s fiscal year ending
December 31, 1997, and retroactive application is required. Implementation of SFAS 128 did not have 2
material effect on the Company’s earnings per share amounts reported prior to that date.

Stock-Based Compensation

As allowed by Statement No. 123, “Accounting for Stock-Based Compensation™ (SFAS 123), the
Company has chosen 1o account for compensation cost associated with its stock option plans in accordance
with APB Opinion No. 25.

Concentration of Credit Risk

Finzncial instruments which potentially subject the Company to concentrations of credit risk consist
primarily of trade receivables. The Company's trade receivables are geographically dispersed and include
customers in many different industries. Management believes that any risk of loss is significantly reduced due
to the diversity of its customers and geographic sales areas. The Company continually evaluates the
creditworthiness of its cusiomers: however, it generally does not require collateral. The Company's allowance
for doubtful accounts is based on historical trends, current marke: conditions and other relevant factors.

Use of Estimares

The preparzation of consolidated finzncial statements in conformity with generally accepted accounting
principles requires management 10 make estimates and assumptions that affect the 2mounts reporied in the
financial statements and accompanying notes. Actual results could differ from those estimates.

Reclassifcations

Certain reclassifications have been made to prior period amounts in order to conform to the current yvear
preseniation.

3. Acquisitions

On November 1, 1997, the Company acquired all of the outstanding shares of Start Technologies
Corporation (Start), a shared tenant services provider offering local and long distance services, Internet access
and customer premise equipment management in Texas and Arizona. The Company paid consideration for the
transaction consisting of $20.0 million in cash, 441,336 shares of Class A common stock, and the assumption
of approximately §5.3 million of liabilities, the majority of which were repaid.

On October 1, 1997, the Company acquired all of the outstanding shares of Chadwick Telecommunica-
tions Corporation (Chadwick), a switch-based long distance reseller in central Pennsylvania, through a
merger transaction between Chadwick and a wholly owned subsidiary of the Company. The purchase price of
the transaction consisted of 2 $5.0 million promissory note payable, due January 1, 1998, issuance of 257,151
shares of Class A common stock, and the repayment of long-term debt and other liabilities totaling
$6.6 million. The merger agreement also provides for additional payments of up 1o 2 maximum of 192,663
shares of Class A common stock over a two-year period, with these payments being contingent upon the
acquired operation achieving specified performance goals.
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On February 4, 1997, the Company acquired substantially all of the assets of Linkate) Pacific, L.P.
(Linkatel), 2 Los Angeles-based competitive access telecommunications provider. At the time of the
acquisition, Linkatel operated an 80 mile fiber optic telecommunications network covering several markets
from the downtown Los Angeles area 1o the city of Irvine in Orange County. As part of the assets acquired,
the Company obtained access 10 approximately 250 route miles of right-of-way, of which 183 miles have been
completed, creating one network in Los Angeles and one network in the Orange County area. The Company -
has been providing competitive access services over these networks since the acquisition date and Jaunched
switched Jocal and long distance services in July 1997. The total purchase price of $42.5 million consisted of a

cash payment of $36.1 million, the repayment of debt of $5.6 million and the assumption of net liabilities of
$0.8 million. K

In December 1996, the Company acquired ITC, a switched-based long distance reseller based in Salt
Lake City, Utah. Consideration for the acquisition of ITC consisted of a cash payment of $4.0 million, of
which $2.6 million was placed into escrow to be paid during 1998, plus the issuance of 397,202 Class A Units
of the Company valued at approximately $5.0 million, which were subsequently converted into 519,950 shares
of the Company's Class B common stock. The Company has granied the seller an option requiring the
Company 1o repurchase such shares at $19.92 per share beginning in the fourth quarter of 1999. This
repurchase obligation will terminate if during the three-year period commencing March 25, 1998. the average

daily closing price of the Class A common stock during any consecutive 60 trading day period is greater than
$19.92.

In Januan 1996, the Company acquired certain assets of FoneNet. Inc. and U.S. Network. Inc. through
NEXTLINK Ohio, L.L.C. Consideration for the purchase consisted of a cash payment of $9.6 million. the

issuance of 287721 Class A Units of the Company, valued at $651.933, plus the assumption of capital lease
obligations of $4.1 million.

The above acquisitions were accounted for using the purchase method of accounting and, accordingly, the
resulls of operations of the acquired companies have been included in the Company's consolidaied financial
stalements since the effective dates of acquisition. The aggregate purchase price for the acquisitions occurring
in 1997 and 199¢ were allocated based on fair values as follows (in thousands):

1997 1996
Fair value of tangible asse1s acquired and lizbilities
assUmed. .. $12,523 $12,879
Fair value of intangible assets acquired............... 70,705 16.425
$83,230 $29.004
Purchase price ... .. $83.230 $29.004

The following unaudited condensed pro forma information presents the results of operations of the
Company for the years ended December 31, 1997 and 1996 as if the above transactions had occurred on
January 1, 1996 (in thousands, except per share amounts):

1997 1996
Revenue .o $ 75,070 $ 58,050
Netdoss. ..o $(134,404) $(74,423)
Netloss pershare ..........oooiiiinin . $ (312) § (1.89)

L Thc unaudited pro forma information is provided for informational purposes only and is not necessarily
indicative of the results of operations that would have occurred had the purchases been made on January 1,
1996, or of the future anticipated results of operations of the combined companies.

S1



NEXTLINR Communications, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

December 31, 1997 and 1996

4. Property and Equipment

Property and equipment consisted of the following components (in thousands):

December 31,

1996

$66,762

18.097

84,859
B.369

76,490
21,294

1997

Telecommunications networks . ... ... .oioiianen. $189,629
Office equipment, leasehold improvements, furniture

and Olher. .ot e 38.979

228,608

Less accumulated depreciation. .. .......... .. ..... 36.417

192,191

Network construction in progress...........ccouvvnn. 61.462

£133.633

§97.784

In June 1997, the Company entered into an cight-year operating lease agreement, with an option 10 renew
for five additional years. with 2 company that has excess fiber capacity in Atlanta, Chicago, New York City,
Newark. New Jersey, and Philadelphia which it agreed to make available 10 the Company in each of those
markets. Payment in exchange for use of the leased network will be based on monthly charges for actual
services providad. In connection with this Jease agreement, the Company also issued 1o the lessor 176,534
shares of Class A common stock in June 1997 for certain exclusivity rights 10 the excess capacity.

In addition 1o the capacity arrangemcrt described above, in June 1997, the Company entered into a
20-year capital lease over an existing 47-mile fiber network in New York City. In connection with this
arrangement. the Company paid 811 million in full satisfaction of its obligation under the lease, $6 million of
which was placed in escrow pending completion of certain building connections by the lessor. As of
December 31. 1997, S4.1 million remained in escrow,

S, Other Assets

O:her asseis consisted of the following components (in thousands):

December 31,

1996

$12,003
3,853
9,822
8,682
1,490
4.627

40,477

1997
Customer bases ...t $53,033
Equity investments. .. ..o i 8,021
FInancing oSS . ottt iiiee it 21,552
Cash held in escrow for acquisitions ................. _
Advances to business to be acquired ................. —_—
Other noncurrent assets. . ... iiiiniiennnns.. 8415
91,021
Less accumulated amortization ............. ... ..., 12.25]
$78.770

The Company’s equity investments include (i) a 40% investment in Nevada L.L.C., which operates a
fiber optic telecomniunications network serving the Las Vegas market and (ii) a $3.7 million investment in
convertible preferred stock of Intermind Corporation (Intermind). Intermind has developed and patented an

interactive communications 100! for the World Wide Web and intranet applications.
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6. Long-Term Debt

On October 1, 1997, the Company sold $400 million in aggregate principal amount of 9%% Senior Notes
due October 1, 2007, which, after deducting issue costs, resulied in net proceeds to the Company of
$388.5 million. Interest payments on the 9%% Senior Notes are due semi-annually. The 9%% Senior Notes
are redeemable at the option of the Company, in whole or in part, at any time on or after Ociober 1, 2002 at -
established redemption prices which decline 10 100% of the stated principal amount thereof by October |,
2005.

On April 25, 1996, the Company completed the sale and issuance of $350 million in principal amount of
12%% Senior Notes due April 15, 2006. The Company used $117.7 million of the gross proceeds to purchase
U.S. government securities, representing funds sufficient to provide for payment in full of interest on the 124%
Senior Notes through April 15, 1999 and used an additional $32.2 million 1o repay advances and accrued
interest from Eagle River. In addition, the Company incurred costs of $9.8 million in connection with the
financing (including underwriter discounts and commissions). Interest payments on the 124% Senior Notes
are due semi-annually. The 12'% Senior Notes are redeemable at the option of the Company. in whole or in
part, at any time on or afier April 15, 2001 at established redemption prices which decline 10 100% of the
stated principal amount thereof by April 15, 2004. As of Decensber 31,1997, the approximate fair value of the
122% Senior Notes was $402.5 million. based on quoted market prices.

The indentures pursuant 1o which the 9%% and 12'4% Senior Notes (the Notes) are issued contain
cerizin covenants that, among other things, limi1 the ability of the Company and its subsidiaries 1o incur
additiorzl indebiedness, issue siock in subsidiaries, pay dividends or make other distributions. repurchase
£quily interests or subordinated indebtedness, engage in sale and Jeaseback Iransactions, create certain liens.
enler into cenain transactions with affiliates, sell assets of the Company and its subsidiaries. and enter into
ceriain mergers and consolidations.

Inthe eventof change in control of the Company 2s defined in the indentures. holders of the Notes will
have the right 10 require the Company to purchase their Notes, in whole or in part. at a price equal 10 101% of
the stated principal amount thereof, plus accrued and unpaid interest, if any. thereon 1o the date of purchase.
The Notes are senior unsecured obligations of the Company, and are subordinated 10 all current and future
indebiedness of the Company's subsidiaries. including trade pavables.

7. Redeemable Preferred Stock

On January 31, 1997, the Company completed the sale of 5.7 million units consisting of (i) 14% senior
exchangeable redeemable preferred shares (Preferred Shares), liquidation preference S50 per share, and
(ii) contingent warrants to acquire in the aggregate 5% of each class of outstanding junior shares (as defined)
of the Company on a fully diluted basis as of February 1, 1998, which resulted in gross proceeds 1o the
Company of $285 million, and proceeds net of underwriting discounts, advisory fees and expenses of
$274 million. The contingent warrants expired unused on October 31, 1997 (30 days after the Company’s
initial public offering of its Class A common stock). Dividends on the Preferred Shares accrue from
January 31, 1997 and are payable quarterly, commencing on May 1, 1997, at an annual rate of 14% of the
liquidation preference thereof, Dividends may be paid, at the Company’s option, on any dividend payment
date occurring on or prior to February 1, 2002, either in cash or by issuing additional Preferred Shares with an
aggregate liguidation preference equal to the amount of such dividends. The Company is required 1o redeem
all of the Preferred Shares outstanding on February 1, 2009 at 2 redemption price equal 10 100% of the
liquidation preference thereof, plus accumulated and unpaid dividends to the date of redemption. As of

December 31, 1997, the approximate fair value of the Preferred Shares was $345.1 million, based on quoted
market prices.
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Subject 1o certain conditions and the modifications of covenants, the Preferred Shares are exchangeable
in whole, but not in part, at the option of the Company, on any dividend payment date, for 14% senior
subordinated notes (Senior Subordinated Notes) due February 1, 2009 of the Company. All terms and
conditions (other than interest, ranking and maturity) of the Senior Subordinated Notes would be substan-
tially the same as those of the Company’s outstanding 12'4% Senior Notes due April 15, 2006.

8. Income Taxes

Prior 10 January 31, 1997, the Company was organized and operated as a limited liability company that
was classified and taxed as a parinership for federal and state income tax purposes. Effective February 1, 1997,
the Company became subject to federal and state income taxes directly as a C corporation, which resulied in
the Company recording a deferred tax liability and deferred tax provision at that time. ’

Components of deferred 1an assets and liabilities as of February 1, 1997 (date of conversion 10 a
C corporation) and December 31. 1997 are as follows (in thousands):

Februasn 1, Dcecember 31,
1997 19979
Deferred 1a\ assets:
AMOTHZANON ot i e S 994 S 1116
Capitalized costs ... oL, 4.076 6.508
Provisions not currently deductible ............ 252 1,191
Net operating loss carnforwards .............. —_ 47.734
Total deferred tan assets .. ... ... . ... ..., 5.322 36,349
Valuation allowance. ... o o —_ (31.064)
3322 22483
Deferred tan liabilities:
Depreciation .. ... (703) (1.499)
Purchase acquisitions. . ... . ... ... (6.458) (20.374)
Other .o (686) (612)
Towal deferred 1o Liabilities . ................... (7.849) (22.483)
Neideferred tanes ..o $(2.527) S —

During 1997, the valuation allowance increased $34.1 million, thereby fully reserving the Company's net
deflerred 1an assets as of December 31, 1997.

As of December 31, 1997, the Company had net operating loss carnforwards of approximately
$119.3 million, which are available to offset future federal and state taxable income, if any, through 2012.

A reconciliation of the Company’s efective income tax rate and the U.S. federal tax rate is as follows:

Year Ended
Decemher 31. 1997

Statutory Tate L. 34.0%
State income 1axes, net of federal benefit. ... ............. 6.0%
Conversion 10 C corporation. ............ooveeernrnnn... (1.9%)
Valuation allowance for deferred tax assets ............... (26.1%)

Purchase acquisitions. ........ . ... .. ... ... .. ...... (12.0%)
[ op

-_—
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9. Sharcholders’ Equity (Deficit)

On October 1, 1997, the Company completed an initial public offering (IPO) of 12,000,000 shares of
Class A common stock at a price of §17 per share. In addition, the underwriters of the IPO exercised an option
1o purchase 2,280,000 additional shares of Class A common stock at the same price per share. Gross proceeds
from the IPO totaled approximately $242.8 million, and proceeds net of underwriting discounts, advisony.fees
and expenses aggregated approximately $226.8 million.

On August 27, 1997, the Company effected a 0.441336-for-1 reverse stock split of the issued and
outstanding shares of Class A and Class B common stock. All common stock, membership units, and per
share amounts in the consolidated financial statements have been adjusted retroactively to give effect to the
reverse stock split.

From January 31, 1997, the Company had two classes of common stock outstanding. Class A common
stock and Class B common stock. The Company's Class A common stock and Class B common stock are
identical in dividend and liquidation rights, and vote together as a single class on all matters. except as
otherwise required by applicable law, with the Class A shareholders entitled 10 cast one vote per share. and the
Class B shareholders entitled 10 cast 10 votes per share.

On Januany 31, 1997, NEXTLINK Communications. L.L.C. was merged with and into the Company in
3 tav-free transaction. In that merger. the Class A membership interests of NEXTLINK Communications,
L.L.C. were converted into Class B common stock, options 10 acquire Class A membership interests were
converied into options to purchase Class B common stock. and options to purchase Class B membership
interests were converted into options 1o purchase Class A common stock. In calculating the number of shares
of the Company’s Class B common stock that each of the Class A members received in the merger, the
Company applied 2 formula that refiecied each member's revalued capital account balance as of January 31,
1997. Options 1o purchase Class B membership interests were converted into the right 10 receive options to
purchose shares of Class A common stock on a one 1o one basis.

Prier 1o Januany 31, 1997. the Company's limited liability company agreement provided for both Class A
and Class B membership interests in the Company. Class A Unit holders were entitled 1o a preferred return on
their investment in the Company plus a return of their capital upon the dissolution of the Company. Class B
Units were sranted in connection with the Company’s Amended and Restated Equity Option Plan (EOP).
Although Class B Units. when exercised. constituted an ownership interest in the Company, the interest was
limited 10 the appreciation in the value of the Company, or the distributable profits interest. if any, of the
Company. The valuation of the membership units was determined by the EOP Administrative Commitiee. As
of December 31, 1996, the value of the Class A Units was determined 1o be approximately $9.88. and the
appreciztion interest per unit for Class B Units was approximately $7.93.

Effective January 1, 1996, the Company merged four of its five operating subsidiaries with newly formed
entities owned by the Company. As a result of these mergers, the entities and individuals holding minority
interests in the subsidiaries exchanged these interests for 1,693,263 Class A Units of the Company
(representing an approximate 5.9% ownership interest in the Company) which were valued at approximaiely
$5.6 million. NEXTLINK Washington, L.L.C. did not participate in the merger. The transaction was
accounted for as a purchase of minority interests. Accordingly, the §2.9 million excess of the purchase price
over the book value of the interests acquired was recorded as goodwill,

In addition to the exchange of equity interests, the Company exchanged opiions 10 acquire equin
interests in the subsidiaries for options to acquire Class B Units in the Company. In connection with this
lransaction, the Company issued 862.219 options with exercise prices of $0.02 and four-year vesting schedules.

These options had substantially the same economic values and vesting schedules as the subsidiany options
which were exchanged.
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10. Pro Forma Net Loss Per Share

Shares used in the computation of net loss per share amounts were calculated as follows:

1997 1996
Weighied average common shares outstanding ............vn..... 41,144,275 36,208,588
Nominal issuances during the 12 month period prior to the
Company’s filing of its 1PO, treated as if outstanding for all
periods presented ...... ... 0., e teeieeeeee e, 1911.610 3.103.894
Shares used in computation of pro forma net loss per share ........ 43.055.885 39.312.482

Subsequent 1o the Company’s IPO and through December 31, 1997, options to purchase 307,164 shares
of common stock were issued but were not included in the computation of net loss per share, as these options
did not full under the provisions of SAB 98 and inclusion of such options would have been antidilutive.

11. Siock Options

Prior to Februan 1997, the Company maintained an Equity Option Plan which provided for the granting
of equity option interests in the Company. These option grants were considered compensatory and were
accounted for similarly 10 stock appreciation rights. The Company recognized compensation expense over the
vesting periods based on the excess of the fair value of the equity option interests, as determined by the
Administrative Commitiee. over the exercise price of the option interests. Such expense was periodically
acjusted for changes in the fair value of the equity interest units. These option interests vested ratably over a
four-year period. although some retained vesting schedules of previous option plans which, in most cases.
vesied 207 a1 employment and 20% at the end of each subsequent year.

In connection with the incorpuration of the Company (see Note 9), the Company established the
NENTLINK Communications. Inc. Stock Option Plan (the Plan) 1o replace the Equity Option Plan and 10
rrovide o performance incentive for certain officers. employees and individuals or companies who provide
services 10 the Company. The Plan provides for the granting of qualified and non-qualified stock options. All
options outstanding under the Equity Option Plan were regranted under the new Plan with terms and
concitions substantially the same as under the Equity Option Plan, except that option holders will no longer
have the option to require the Company to repurchase units for cash upon exercise of such units, nor will the
Company have the option 10 repurchase exercised units for cash. The Company has reserved 4,413,360 shares
of Class A common stock for issuance under the Plan. The options generally vest ratably over four vears and
expire no later than 10 years afier the date of grant, with the exception of options originally granted under the
Equity Option Plan, which expire 15 years after the date of grant.

The exercise price of qualified stock options granted under the Plan may not be less than the fair market
value of the common shares on the date of grant. The exercise price of non-qualified stock options granted
under the Plan may be greater or less than the fair market value of the common stock on the date of grant, as
determined at the discretion of the Board of Directors. Stock options granted at prices below fair market value
at the date of grant are considered compensatory, and compensation expense is deferred and recognized
ratably over the option vesiing period based on the excess of the fair market value of the stock at the date of
grant over the exercise price of the option. In connection with the regranting of options under the new Plan,
the Company reclassified the deferred compensation liability relating to compensatory options issued under
the Equity Option Plan to common stock. stated at amounts paid in. The remaining, unrecognized
compensation expense attributable 10 these compensatory options was also recorded as deferred compensation,
a contra-equity balance, and will be recognized over the remaining vesting periods of the options.
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During 1997, the Company recorded approximately $2,355,000 and $892,000 of deferred compensation
expense related to the Stock Option Plan and Equity Option Plan, respectively. For the year ended
December 31, 1996, the Company recorded approximately $9,914.000 of deferred compensation expense
related to the Equity Option Plan.

The Company has adopted the disclosure-only provisions of SFAS 123. Had compensation costs been
recognized based on the fair value at the date of grant for options awarded under the Plans, the pro forma
amounts of the Company’s net loss and net loss per share for the years ended December 31, 1997 and 1996
would have been as follows (in thousands, except per share amounts):

1997 1996
Net loss applicable 1o common shares — as reported ........ S(168,324)  §(71,101)
Net loss applicable to common shares — proforma ......... S(182,571) §(64,512)
Net loss per share —as reported . ................. ... ... S (391) s (1.8))
Net loss per share — proforma....................... .. S (424) S (1.64)

The fair value of each option grant was estimated using the Black-Scholes option-pricing mode! with the
following weighted average assumptions: risk-free interest rates of 5.31% 10 7.05%: expected option lives of 3
10 5 years: expected volatility of 45%: and no expecied dividends. The weighted average fair value of options
granted curing 1997 and 1996 was $3.94 and $6.87. respectively.

Information with respect 10 the Equity Option Plan and Stock Option Plan is as follows:

Shates Weizghted
Subject Option Price Average
to Option Range Excrcise Price
Opticns outstanding at December 31, 1995 ... .. 1,594.47] $0.02 $0.02
Granted. ..o 455.018 $0.02- 793 $1.93
Conceled ... . ... .. (44.843)  $0.02 $0.02
Options outstanding at December 31, 1996 ... ... 2.004.646 $0.02- 7.93 50.43
Gramied . ... 2.369.136 $7.93-26.30 $9.24
anceled oLl (203.398) 50.02-21.3} S$1.19
Exercised ... .. . (672.878) S0.02- 7.93 SO.18
Opiiens outsiunding at December 31, 1997 . ... . 3.695.526 $0.02 - 26.50 $6.45
Options Outstanding
Weighted Options Exercisable
Average Weighted Weighted
Ranee of Options Remaining Ascrage Options Asverage
Frercise Prices Outstanding Contractual Life Exercise Price Excreisable Exercise Price
$002-51.00 1,146,886 12.54 $ 0.23 411,470 S 0.10
$ 1.01-814.00 2,289,755 10.82 $ 793 103,256 $ 7.93
$14.01 - §26.50 258,885 9.92 $20.53 110,308 $21.94

At December 31, 1997, 44,956 shares of Class A common stock were available for future grants. The
Board of Directors has authorized an increase of 5,441,336 in the number of shares that may be issued

pursuant 10 options under the Plan, subject 10 shareholder approval. The Company has received an irrevocable
proxy from its majority shareholder approving the increase,
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12. Supplemental Disclosure of Cash Flow Information

Supplemental disclosure of the Company’s cash flow information is as follows (in thousands):
Year Ended Decemher 31,

1997 1996
Noncash financing and investing activities were as follows:
Class A common stock issued under lease arrangement ..... $ 1.400 S -
Redeemable preferred stock dividends, paid in redeemable
preferred shares .. .. . i e $31.102 § -
Accrued redeemable preferred stock dividends, payable in
redeemable preferred shares, and accretion of preferred
stock redemption obligation ... ..ciiiiiiiiiiiiiiina., S 8218 § -
Issuance of notes pavable and assumption of liabilities in
ACQUISIHONS « vttt i iae e e §21.280 S B.228
Issuance of Class A common stock in acquisitions ......... $16.524 S —
Cupital lease obligations assumed .................. ..., $ 4725 S 1377
Members' equity recorded in Recapitalization ............. S - S 8.574
Goodwill recorded in Recapitalization.......oooooveoin . S = S 2.907
Exchange of minority interests for Class A units........... S = S 2.667
Cash paid for interest ... o $34.865 $20.912

13. Commitments and Contirgencies

Cuopisalized leases consist of leases of telecommunications equipment and fiber oplic networks. The

!
Corapany is also leasing premises under various operating leases which, in addition to rental pavments, require
pavmenis for insurance. maintenance, property 1aes and other executory costs related to the leases. The lease

agreerienis have various expiration dates and ienewal options through 2028.

Fuiure minimum payments required under capital and operating leases that have an initial or remaining

noncancelabie Jeass term in excess of one vear at December 31, 1997 were as follows (in thousands):

Capita! Operating

Leases Leases
Year ending December 31,
1908 e S 3,285 S 7,005
1999 L e 3,199 7,269
2000 . e e e 2,825 6,950
L 1,209 6,461
2002 1,205 6,305
Thereafter. ..o 5.174 22,695
Total minimum lease payments...................... 16,897
Less amounts representing interest .................. 6.647
Present value of future minimum lease payments ... ... 10,250
Less amounts duc inoneyear ...................... 2610

§ 7.640

Rent expense 1o12led approximately $6,376.000 and $2,248,000 in 1997 and 1996, respectively.
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J4. SUBSEQUENT EVENTS

Joint Venture

In January 1998, the Company and Nexte) Communications, Inc. (Nextel) formed a joint venture called
NEXTBAND Communications, L.L.C. (NEXTBAND), which is owned 50% each by the Company and
Nextel. On January 28, 1998, NEXTBAND filed an application with the FCC for which it paid a $50 million
refundable deposit 1o participate in the FCC’s Local Multipoint Distribution Service (LMDS) auction which
began on February 18, 1998. Of the deposit amount, $25 million was deposited by the Company. LMDS is a
fixed broadband point-to-multipoint service which the FCC and industry analysts anticipate will be used for
the deployment of wireless local loop, high-speed data transfer and video broadcasting service. NEXTBAND
has applied for and is eligible 10 bid on any of the markets being auctioned for the licenses, which could result
in additional funds being contributed by the Company 10 NEXTBAND.

Nenwvork Lease

In February 1998, the Company entered into a 20-year capital lease for exclusive rights 1o multiple fibers
and innerducts extending over 630 route miles throughout New York, New Jerseyv, Connecticut, Pennsylvania,
Delaware. Maryland and Washington, D.C. The Company paid $92.0 million for the transaction. of which
$80.3 million was placed into escrow pending completion and delivery of segments of the network route 10 the
Company. The Company has the option to renew the lease for two additional 10-year terms.

Financing

On March 3, 1998, the Company completed the sale of $335 million in aggregate principal amount of 9%
Scnior Notes due March 15, 2008. Proceeds from the sale net of discounts, underwriting commissions.
advisony fees and expenses. 1otaled approximately $326.3 million. The 9% Senior Notes are redeemable at the
option of the Company. in whole or in part, beginning March 15, 2003 at established redemption prices which
dechine 10 1007 of the stated principal amount thereof by March 15, 2006.

The indenture pursuant to which the 9% Senior Notes are issued contains certain covenants that, among
other things. limits the ability of the Company and its subsidiaries 1o incur additional indebtedness, issue stock
in subsidiaries. pay dividends or make other distributions, repurchase equity interests or subordinated
indebtedness. engage in sale and leaseback lransactions, create certain liens, enter into certain transactions

with affiiliates. sell assets of the Company and its subsidiaries, and enter into certain mergers and
consolidations.

In the event of a change in control of the Company as defined in the indenture, holders of the 95 Senior
Notes will have the right 10 require the Company to purchase their 9% Senior Notes, in whole or in part, at a
price equal 10 101% of the stated principal amount thereof, plus accrued and unpaid interest, if any, thereon to
the date of purchase. The 9% Senior Notes are senior unsecured obligations of the Company, and are
subordinated 1o all current and future indebtedness of the Company’s subsidiaries. including trade pavables.
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To NEXTLINK Capital, Inc.:

We have audited the accompanying balance sheets of NEXTLINK Capital, Inc. (a Washington
corporation) as of December 31, 1997 and 1996. These balance sheets are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these balance sheets based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the balance sheets
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the balance sheets. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial staiement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the balance sheets referred 10 above present fairly, in all material respects, the financial
position of NEXTLINK Capital, Inc. as of December 31, 1997 and 1996 in conformity with generally
accepied accounting principles.

ARTHUR ANDERSEN LLP

Szantle, Washirgion,
AMarch 12, 1958
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NEXTLINK Capital, Inc.
BALANCE SHEETS

ASSETS
December 31,
1997 1996
Cashinbank ... S100 $100
SHAREHOLDER'S EQUITY
Common stock, no par value,
1,000 shares authorized, issued and outstanding .................. $100 $100

See accompanying note 1o balance sheets.
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NEXTLINK Capital, Inc.

NOTE TO BALANCE SHEETS
December 31, 1997 and 1996

1. Description

NEXTLINK Capital, Inc. (NEXTLINK Capital) is a Washington corporation and a wholly owned
subsidiary of NEXTLINK Communications, Inc. (NEXTLINK). NEXTLINK Capital was formed for the
sole purpose of obtaining financing from external sources and is a joint obligor on the 12'4% Senior Notes due
April 15, 2006 of NEXTLINK. NEXTLINK Capital was initially funded with a2 $100 contribution from
NEXTLINK and has had no operations to date. NEXTLINK Capital's sole source and repayment for the
1215 Senior Notes will be from the operations of NEXTLINK. Thercfore, these balance sheets should be
read in conjunction with the consolidated financial statements of NEXTLINK.
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Pursuant to the requirements of Section 13 or

Registrants have duly
authorized.

Date: March 25, 1998

Date: March 25, 1998

Pursuant to the requirements of th
on March 25, 1998 by the following

¢ Securities Ex

Name
PALLiLY

/s’ WAYNE M. PERRY
Wayne M. Pern
/s/ KATHLEEN H ISKRA

Kathleen H. Iskra

/s/ JAMES F. VOELKER
James F. V'oelker
STEVEN W, HOOPER

Steven W, Hooper

/s/

/s’ CRAIG O. McCAW
Craig O. McCaw
/s/ _DENNIS WEIBLING

Dennis Weibling
SCOT JARVIS
Scot Jarvis

/s/ _WILLIAM A. HOGLUND
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/s/ _SHARON L. NELSON
Sharon L. Nelson
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Jeffrey S. Raikes
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15(d) of the Securities Exchange Act of 1934, the
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NEXTLINK Communications, Inc.

By: /s/ WAYNE M. PERRY

Wayne M. Perry
Chief Executive Officer, Director

NEXTLINK Capital, Inc.

By: /s/ WAYNE M. PERRY
Wayne M. Perry
Chiel Executive Officer. Director

chang: Act of 1934, this re

port has been signed below
in the capacities indicated:
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Chiefl Executive Officer, Director

Vice President, Chief Financial Officer
(Principal Financial Officer and Principal
Accounting Officer)

President. Director
(Principal Executive Officer)
Director

Director

Direcior

Director

Director

Director
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NEXTLINK LONG DISTANCE SERVICES INC.

SMALL AND MINORITY-OWNED
TELECOMMUNICATIONS BUSINESS
PARTICIPATION PLAN

Submitted to
Tennessee Regulatory Authority
Telecommunications Division
pursuant to
Section 16, Chapter 408
Public Acts of 1996
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1. Purpose

This small and minority-owned telecommunications business participation plan (the
"Plan") is submitted in compliance with Section 16, Chapter 408 of the Tennessee Public
Acts of 1995, as codified at Tennessee Code Annotated Section 65-2-12, the purpose of
which is to provide opportunities for small and minority-owned business to provide
goods and services to telecommunications service providers. NEXTLINK Long Distance
Services, Inc. ("NEXTLINK") is committed to the importance of supporting the
participation of small and minority-owned telecommunications businesses in the
telecommunication industry. The purpose of this Plan is to provide opportunities for
small and minority-owned telecommunications businesses to compete for contracts and
subcontracts for goods and services to NEXTLINK by ensuring that, in the procurements
process, NEXTLINK seeks to identify those small and minority-owned
telecommunications businesses that are qualified to provide goods and services, and to
provide awareness among those qualifying businesses regarding the opportunity to
compete in the NEXTLINK procurement process.

2. Definitions

Minority-owned business. As defined in T.C.A. Section 65-5-212, the term "minority-
owned business" means "a business which is solely owned or at least fifty-one percent
(51%) of the assets or outstanding stock of which is owned, by an individual who
personally manages and controls the daily operations of such business, and who is
impeded from normal entry into the economic mainstream because of race, religion, sex

or national origin and such business has annual gross receipts of less than four million
dollars ($4,000,000)."

Small business. As defined in T.C.A. Section 65-5-212, the term "small business" means
"a business with annual gross receipts of less than four million dollars ($4,000,000)."

3. Administration

This Plan will be administered by the following individual, hereinafter referred to as the
Administrator.

Dana Shaffer
Vice President Legal and Regulatory Affairs
NEXTLINK Tennessee, Inc.
105 Molloy Street, Suite 300
Nashville, TN 37201
Telephone: 615-777-7700
Facsimile: 615-345-1564
The duties of the Administrator will be:

legal/tra filing/small and minority-owned business plan



1. To maintain a current Plan in compliance with T.C.A. Section 65-5-212
and/or rules as may be promulgated by the Tennessee Regulatory

Authority.

2. To develop policies and procedures for successful implementation of the
Plan.

3. To prepare and submit such forms as may be required by the Tennessee
Regulatory Authority.

4. To act as a liaison to and in cooperation with the Tennessee Regulatory

Authority, other agencies of the State of Tennessee, and representatives of
small and minority-owned businesses to find and utilize qualified small
and minority-owned businesses as defined in T.C.A. Section 65-5-212.

5. To provide required records and reports and cooperate in any authorized
surveys as required by the Tennessee Regulatory Authority.

4. Plan

The efforts to assure equitable opportunity to small and minority-owned businesses are
primarily spelled out in the Administrator's duties above. Additional efforts to provide
opportunities to small and minority-owned businesses will include offering qualifiable
small and minority-owned businesses assistance with technical, insurance, bonding,
licensing, production, and deadline requirements when appropriate and feasible.

NEXTLINK will seek opportunities for utilization of small and minority-owned
businesses, and to provide information and educational activities to persons within
NEXTLINK in order to encourage utilization of small and minority-owned businesses.
In performance of this duty, NEXTLINK will utilize a number of resources, including:

a. Chambers of Commerce;

b. The Tennessee Department of Economic and Community Development;

c. The U.S. Small Business Administration and the Office of Minority
Business of the U.S. Department of Commerce;

d. The National Minority Supplier Development Counsel;
The National Association of Women Business Owners; and

f. The National Association of Minority Contractors.
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Furthermore, NEXTLINK will search diligently for qualified small and minority-owned
telecommunications businesses and concerns through:

a. The Small Business Administrations' Procurement Automated Source
System (PASS), and publications of the Office of Minority Business Data
Center in the Department of Commerce and the Office of Minority Small
Business and Capital Ownership Development in the Small Business

Administration;

b. Local and national associations and Minority Supplier Development
councils;

c. Participation in trade fairs and industry meetings; and

d. Advertisement in industry and local publications.

5. Compliance Reports

As stated herein, NEXTLINK will submit such forms, records and reports, and
participate in any authorized survey as may be required by the Tennessee Regulatory
Authority and/or the State of Tennessee. NEXTLINK reserves the right to designate as
confidential and such reports, surveys, forms, studies, or Plan filings.
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